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LETTER  OF  TRANSMITTAL 


October  4,  1976. 
Hon.  Russell  B.  Long,  Chairman, 
Hon.  Al  Ullman,  Vice  Chairman, 
Joint  Committee  on  Taxation, 
U.S.  Congress,  Washington,  D.C 

Dear  Messrs.  Chairmen:  Immediately  following  the  passage  of 
the  conference  report  by  the  House  and  the  Senate  on  the  Tax  Reform 
Act  of  1976  (H.R.  10612),  the  House  and  Senate  also  passed  a  House 
Concurrent  Resolution  (H.  Con.  Res.  751),  rearranging  the  section 
numbers  of  the  bill  in  a  more  logical  sequence.  In  addition,  the  House 
Concurrent  Resolution  made  corrections  of  printing,  clerical,  and 
technical  errors. 

Primarily  because  of  the  rearrangement  of  the  section  numbers,  the 
Public  Law  (P.L.  94-455),  or  slip  law  on  the  bill,  shows  many  provi- 
sions in  a  different  sequence  than  in  the  conference  report  and  in  the 
accompanying  joint  explanatory  statement  of  the  committee  of  con- 
ference. The  staff  believed  that  this  would  make  it  difficult  to  use  the 
joint  statement  of  the  conferees  in  examining  the  provisions  of  the 
public  law.  For  that  reason;  it  has  prepared  this  summary  which  has 
the  sections  rearranged  in  the  order  in  which  they  appear  in  the  public 
law.  This  summary  also  takes  into  account  the  other  changes  made  in 
the  House  Concurrent  Resolution  and  corrects  printing  and  other  er- 
rors which  occurred  in  the  joint  statement  of  the  conferees. 

The  Joint  Committee  staff  has  customarily  prepared  general  ex- 
planations of  the  larger  tax  acts.  This  summary  is  not  intended  to 
replace  such  a  document.  It  is  anticipated  that  the  general  explanation 
will  be  issued  later  this  year. 
Sincerely  yours, 

Laurence  N.  Woodworth, 

Chief  of  Staf. 

(Ill) 
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LEGISLATIVE  HISTORY  OF  THE  ACT 

The  Tax  Reform  Act  of  1976  was  the  result  of  over  two  years  of 
legislative  dehberations.  Some  of  the  provisions  in  the  Act  were  origi- 
nally considered  by  the  House  Ways  and  Means  Committee  during  the 
93d  Congress.^  Consideration  of  the  Act  in  the  94th  Congress  pro- 
ceeded on  the  following  schedule : 

June  23  through  June  25,  1975:  Panel  Discussions  before  the  House 
Committee  on  Ways  and  Means. 

July  8  through  July  31,  1975:  Hearings  before  the  House  Committee 
on  Ways  and  Means. 

November  12,  1975:  Bill  (H.R.  10612)  reported  by  the  House 
Committee  on  Ways  and  Means  (House  Report  94-658). 

December  3  and  4.  1975:  Bill  considered  and  passed  by  the  House  of 
Representatives. 

March  17  through  April  13,  1976;  July  20  through  22,  1976:  Hear- 
ings before  the  Senate  Committee  on  Finance. 

June  10,  1976:  Bill  reported  by  the  Senate  Committee  on  Finance 
(Senate  Report  94-938) :  Supplemental  report  filed  by  Senate  Com- 
mittee on  Finance  on  July  20,  1976  (Senate  Report  94-938,  Part 
2). 

June  16-18,  21-25,  28-30,  July  1-2,  20-23,  26-30,  and  August  3-6: 
Bill  considered  and  passed  by  the  Senate. 

September  13,  1976:  Committee  on  Conference  submits  Conference 
Report  (House  Report  94-1515;  Senate  Report  94-1236). 

September  16,  1976:  Conference  report  (and  House  Concurrent 
Resolution  751)  approved  by  the  House  and  Senate. 

October  4,  1976:  Tax  Reform  Act  of  1976  (PubHc  Law  94-455) 
signed  by  the  President. 


1  The  Ways  and  Means  Committee  did  not  report  a  tax  reform  bill  in  that  Congress  but  did  hold  extensive 
panel  discussions  (February  5-28,  1973)  and  hearings  (March  5  through  May  1,  1973)  on  the  subject.  In 
addition,  H.R.  17488,  The  Energy  Tax  and  Individual  Relief  Act  of  1974,  reported  by  that  committee  on 
November  26,  1974  (House  Report  93-1502),  included  provisions  relating  to  real  estate  investment  trusts 
and  the  taxation  of  foreign  income  which  were  later  included  in  the  Tax  Reform  Act  of  1976. 
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CONFERENCE  REPORT  SECTION  NUMBERS 

The  Concurrent  Kesolution  of  September  16,  1976  (H.  Con.  Res. 
751)  redesignated  numerous  sections  of  the  bill  (among  other  correc- 
tions) .  The  following  table  lists  the  sections  at  which  the  provisions  of 
the  Act  appear  in  the  Conference  Report : 
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Section  numbers  in  conference  Section  numbers  in  conference 
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2102 1302  2122 1323 

2103 1303  2123 1324 
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2107 1307  2127 2301 
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2110 1310  2130 2304 

2111 1311  2131 2305 
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2117 1318  2137 2707 
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2120 1321  2140 2712 

2121 1322  2141 2716 


TITLE  I— SHORT  TITLE  AND  AMENDMENT  OF  1954  CODE 

Sec.  101.  Short  Title 

The  short  title  of  the  Act  is  the  "Tax  Keform  Act  of  1976".  It  will 
be  referred  to  in  this  summary  as  the  "Act". 

Sec.  102.  Amendment  of  1954  Code 

The  first  title  also  provides  that  unless  otherwise  expressly  pro- 
vided, all  references  are  to  sections  of  the  Internal  Revenue  Code  of 
1954. 
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TITLE  II— AMENDMENTS  RELATED  TO  TAX  SHELTERS 

Sec.  201.  Capitalization  and  Amortization  of  Real  Property  Construc- 
tion Period  Interest  and  Taxes 

Under  the  Act  in  the  case  of  a  taxayer  other  than  a  corporation 
which  is  not  a  subchapter  S  corporation,  real  property  construction 
period  interest  and  taxes  are  to  be  capitaUzed  in  the  year  in  which 
they  are  paid  or  accrued  and  amortized  over  a  10-year  period.  A 
portion  of  the  amount  capitaHzed  may  be  deducted  for  the  taxable 
year  in  which  paid  or  accrued.  The  balance  must  be  amortized  over 
the  remaining  years  in  the  amortization  period  beginning  with  the 
year  in  which  the  property  is  ready  to  be  placed  in  service  or  is  ready 
to  be  held  for  sale. 

Construction  period  interest  includes  interest  paid  or  accrued  on 
indebtedness  incurred  or  continued  to  acquire,  construct,  or  carry 
real  property  to  the  extent  attributable  to  the  construction  period 
for  such  property.  The  construction  period  commences  with  the 
date  on  which  the  construction  of  a  building  or  other  improvement 
begins  and  ends  on  the  date  that  the  building  or  improvement  is 
ready  to  be  placed  in  service  or  is  ready  to  be  held  for  sale. 

The  provision  is  not  to  apply  to  any  amount  that  is  capitalized  at 
the  election  of  the  taxpayer  as  a  carrying  charge  under  present  law. 
In  addition,  the  provision  is  not  to  apply  to  interest  or  taxes  paid  or 
accrued  with  respect  to  property  that  is  not  held  (or  will  not  be 
held)  for  business  or  investment  purposes  (e.g.,  the  taxpayer's  resi- 
dence). Separate  transitional  rules  are  provided  for  non-residential 
real  estate,  residential  real  estate,  and  government-subsidized  housing. 
In  the  case  of  nonresidential  real  estate,  this  provision  is  to  apply 
only  to  property  where  the  construction  period  begins  after  Decem- 
ber 31,  1975.  In  the  case  of  residential  real  estate  (other  than  certain 
low-income  housing) ,  this  provision  is  to  apply  to  construction  period 
interest  and  taxes  paid  or  accrued  in  taxable  years  beginning  after 
December  31,  1977,  and,  in  the  case  of  low-income  housing  to  con- 
struction period  interest  and  taxes  paid  or  accrued  in  taxable  years 
beginning  after  December  31,  1981.  For  this  purpose,  low-income 
housing  means  government  housing  entitled  to  the  special  rules  re- 
lating to  recapture  of  depreciation  (under  sec.  1250(a)(1)(B)). 

In  addition,  the  length  of  the  amortization  period  is  to  be  phased-in 
over  a  7-year  period.  The  amortization  period  is  to  be  4  years  in  the 
case  of  interest  and  taxes  paid  or  accrued  in  the  first  year  to  which 
these  rules  apply.  The  amortization  period  increases  by  one  year  for 
each  succeeding  year  after  the  initial  effective  date  until  the  amortiza- 
tion period  becomes  10  years  (i.e.,  the  10-year  period  is  fully  phased-in 
for  construction  period  interest  and  taxes  paid  or  accrued  in  taxable 
years  beginning  in  1982,  in  the  case  of  non-residential  real  estate;  1984, 
in  the  case  of  residential  real  estate;  and  1988,  in  the  case  of  govern- 
ment subsidized  low  income  housing).  As  a  transition  rule  for  1976, 
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the  amount  that  may  be  deducted  currently  is  50  percent  and  the  re- 
maining 50  percent  is  to  be  amortized  over  a  3-year  period  beginning 
in  the  year  the  property  is  ready  to  be  placed  in  service  or  is  ready  to 
be  held  for  sale. 

The  application  of  the  general  transitional  rules  and  the  phase-in 
of  the  amortization  period  can  be  illustrated  by  the  following  exam- 
ple. Assume  that  $120,000  of  interest  and  taxes  are  paid  or  accrued  in 
1980  with  respect  to  the  construction  of  residential  real  estate  (other 
than  government  subsidized  low  income  housing)  and  that  the  property 
is  ready  to  be  placed  in  service  in  1982.  For  taxable  year  1980,  the 
$120,000  must  be  capitalized  under  this  provision,  but  a  deduction  is 
to  be  allowed  for  $20,000  {y&  of  the  amount  capitalized).  The  remain- 
ing $100,000  (i.e.,  %  of  the  total)  is  to  be  deducted  ratably  over  a  5- 
year  period  beginning  in  1982  (the  year  in  which  the  property  is  ready 
to  be  placed  in  service).  Thus,  $20,000  is  to  be  allowed  as  a  deduction 
for  taxable  year  1982  and  in  each  of  the  next  4  years. 

In  the  case  of  a  sale  or  exchange  of  property,  the  unamortized  bal- 
ance of  the  construction  period  interest  and  taxes  is  to  be  added  to  the 
basis  of  the  property  for  purposes  of  determining  gain  or  loss  on  the 
sale  or  exchange.  In  the  case  of  a  nontaxable  transfer  or  exchange  (i.e., 
a  transfer  to  a  partnership  or  controlled  corporation,  a  like-kind 
exchange,  or  a  gift),  the  transferor  is  to  continue  to  deduct  the 
amortization  allowable  over  the  amortization  period  remaining  after 
the  transfer. 

Sec.  202.  Recapture  of  Depreciation  on  Real  Property 

Prior  to  the  Act,  special  rules  were  provided  for  the  recapture  of 
depreciation  allowed  (or  allowable)  as  a  deduction  with  respect  to 
real  estate.  In  the  case  of  non-residential  (commercial)  real  estate,  any 
gain  realized  is  treated  or  "recaptured"  as  ordinary  income  to  the  extent 
of  post-1969  depreciation  taken  in  excess  of  straight-line  depreciation. 
In  the  case  of  residential  property  generally,  this  rule  applied  to 
property  held  during  the  first  100  months  {814  years)  with  a  phaseout 
during  the  next  100  months;  that  is,  there  was  no  recapture  after 
1Q%  years.  For  certain  government-subsidized  housing,  acquired  or 
constructed  before  January  1,  1976,  the  phaseout  began  at  20  months 
(1%  years)  and  was  completed  at  120  months  (10  years) . 

The  Act  modifies  the  rules  relating  to  the  recapture  of  depreciation 
on  residential  real  estate.  (The  existing  treatment  of  non-residential 
real  estate  requiring  the  recapture  of  post-1969  depreciation  in 
excess  of  straight-line  depreciation  is  continued.)  In  the  case  of 
residential  real  estate,  the  Act  provides  for  the  recapture  of  all  post- 
1975  depreciation  in  excess  of  straight-line,  in  the  same  manner  as  is 
presently  the  case  for  non-residential  real  estate.  In  the  case  of  govern- 
ment-subsidized housing,  the  Act  provides  full  recapture  of  post-1975 
depreciation  in  excess  of  straight-line  for  the  first  100  months  (83^ 
3^ears)  and  a  phaseout  of  the  amount  recaptured  during  the  second 
100  months  (up  to  16%  years).  There  will  be  no  recapture  thereafter. 
The  Act  extends  the  government-subsidized  housing  programs 
administered  by  the  Farmers  Home  Administration. 

Sec.  203.  Five-year  Amortization  for  Low-income  Housing 

Under  prior  law,  special  rules  permitted  the  rapid  amortization  of 
expenditures  to  rehabilitate  low-income  rental  housing.  In  the  case  of 


low-income  rental  housing,  taxpayers  can  elect  to  compute  deprecia- 
tion on  certain  rehabilitation  expenditures  over  60  months  if  the  addi- 
tions or  improvements  had  a  useful  life  of  5  years  or  more.  The  aggre- 
gate rehabilitation  expenditures  that  could  be  taken  into  account  as 
to  any  housing  could  not  exceed  $15,000  per  dwelling  unit  and  the  sum 
of  the  rehabilitation  expenditures  for  two  consecutive  taxable  years 
must  have  been  at  least  $3,000  per  dwelling  unit.  This  special  5-year 
amortization  rule  for  low-income  rental  housing  expired  on  December 
31,  1975. 

The  Act  extends  the  special  5-year  amortization  rule  for  two  years 
(until  January  1,  1978).  The  Act  provides  that  rehabilitation  expendi- 
tures that  are  made  pursuant  to  a  binding  contract  entered  into  before 
January  1,  1978  will  qualify  for  the  5-year  amortization  rule  even 
though  the  expenditures  are  actually  made  after  December  31,  1977. 
Also,  the  aggregate  rehabilitation  expenditures  that  can  be  taken  into 
account  per  dwelling  unit  is  increased  from  $15,000  to  $20,000.  In 
addition,  the  Act  modifies  the  definition  of  families  and  individuals  of 
low  income  by  providing  that  the  income  limits  will  be  determined  in  a 
manner  consistent  with  those  presently  established  for  the  leased 
housing  program  under  section  8  of  the  Housing  Act  of  1937. 

Sec.  204.  Limitation  on  Deductions  to  Amount  at  Risk 

Under  prior  law,  the  only  general  restriction  on  the  amount  of 
losses  a  taxpayer  could  claim  from  any  investment  activity  was  that 
losses  were  limited  to  the  taxpayer's  cost  or  other  basis  in  the  activity. 
A  taxpayer's  basis  in  an  investment  activity  includes  not  only  his 
actual  cash  investment  and  liabilities  he  is  obligated  to  pay  but  also 
nonrecourse  liabilities  of  the  activity  for  which  he  has  no  payment 
obligation.  The  taxpayer's  actual  risk  of  economic  loss  might  also  be 
further  limited  by  other  contractual  arrangements  (such  as  guar- 
antees or  repurchase  agreements).  As  a  result,  in  many  situations,  a 
taxpayer  could  deduct  losses  which  substantially  exceeded  the  amount 
he  was  actually  "at  risk"  in  an  activity. 

The  Act  provides  that  the  amount  of  any  loss  (otherwise  allowable 
for  the  year)  which  may  be  deducted  in  connection  with  any  one  of 
certain  activities  cannot  exceed  the  aggregate  amount  with  lespect  to 
which  the  taxpayer  is  at  risk  in  each  such  activity  at  the  close  of  the 
taxable  year.  This  "at  risk"  limitation  applies  to  the  following  activi- 
ties: (1)  farming  (except  farming  operations  involving  trees  other  than 
fruit  or  nut  trees) ;  (2)  exploring  for,  or  exploiting,  oil  and  gas  resources; 
(3)  holding,  producing,  or  distributing  motion  picture  films  or  video 
tapes;  and  (4)  equipment  leasing.  The  limitation  applies  to  all  tax- 
payers (other  than  corporations  which  are  not  subchapter  S  corpora- 
tions or  personal  holding  companies)  including  individuals  and  sole 
proprietorships,  estates,  trusts,  shareholders  in  subchapter  S  corpora- 
tions, and  partners  in  a  partnership  which  conducts  an  activity 
described  in  this  provision.^ 

Under  this  provision,  a  taxpayer  is  generally  to  be  considered  "at 
risk"  with  respect  to  an  activity  to  the  extent  of  his  cash  and  the 
adjusted  basis  of  other  property  contributed  to  the  activity,   any 


J  This  provision  will  not  apply,  for  example,  to  corporations  (other  than  subchapter  S 
corporations  and  personal  holding  companies)  either  where  such  taxpayers  engage  in  these 
activities  by  themselves,  with  other  such  corporations  through  a  partnership,  or  with  other 
taxpayers  which  are  subject  to  this  at  risk  limitation. 


amounts  borrowed  for  use  in  the  activity  with  respect  to  which  the 
taxpayer  has  personal  habiHty  for  payment  from  his  personal  assets, 
and  his  net  fair  market  value  of  personal  assets  which  secure  nonre- 
course borrowings.  However,  a  taxpayer  is  not  at  risk  in  an  activity, 
even  as  to  the  equity  capital  he  has  contributed,  to  the  extent  he  is 
protected  against  economic  loss  of  all  or  a  part  of  his  equity  capital  by 
reason  of  an  agreement  or  arrangement  for  compensation  or  reimburse- 
ment to  him  of  any  loss  which  he  may  suffer. 

In  general,  the  at  risk  provision  applies  to  losses  attributable  to 
amounts  paid  or  incurred  (and  depreciation  or  amortization  allowed 
or  allowable)  in  taxable  years  beginning  after  December  31,  1975. 
However,  with  respect  to  equipment  leasing  activities,  the  at  risk  rule 
does  not  apply  to  net  leases  under  binding  contracts  finalized  on  or 
before  December  31,  1975,  and  only  to  those  taxpayers  who  held  their 
interests  in  the  property  on  such  date.  Also,  the  at  risk  rule  does  not 
apply  to  operating  leases  under  binding  contracts  finalized  on  or  before 
April  30,  1976,  and  only  to  those  taxpayers  who  held  their  interests  in 
the  property  on  such  date.^  With  respect  to  motion  picture  activities, 
the  at  risk  provision  does  not  apply  to  a  film  purchase  shelter  if  the 
principal  photography  began  before  September  11,  1975,  there  was  a 
binding  written  contract  foi  the  purchase  of  the  film  on  that  date,  and 
at  all  times  thereafter,  and  the  taxpayer  held  his  interest  in  the  film  on 
September  10,  1975.  The  at  risk  rule  also  does  not  apply  to  production 
costs,  etc.,  if  the  principal  photography  began  before  September  11, 
1975,  and  the  investor  had  acquired  his  interest  in  the  film  before  that 
date.  In  addition,  the  at  risk  provision  does  not  apply  to  a  film  pro- 
duced in  the  United  States  if  the  principal  photography  began  before 
January  1,  1976,  if  certain  commitments  with  respect  to  the  film  had 
been  made  by  September  10,  1975. 

In  applying  the  at  risk  provisions  to  activities  which  were  begun  in 
taxable  years  beginning  before  January  1,  1976  (and  not  exempted 
from  this  provision  by  the  above  transition  rules),  amounts  paid  or 
incurred  in  taxable  years  beginning  prior  to  that  date  and  deducted 
in  such  taxable  years  will  generally  be  treated  as  reducing  first  that 
portion  of  the  taxpayer's  basis  which  is  attributable  to  amounts  not 
at  risk.  (On  the  other  hand,  withdrawals  made  in  taxable  years  begin- 
ning before  January  1,  1976,  will  be  treated  as  reducing  the  amount 
which  the  taxpayer  is  at  risk.) 

Sec.  205.  Recapture  of  Intangible  Drilling  Costs  for  Oil  and  Gas 
Wells 

Prior  law  provided  for  the  recapture  of  deductions  upon  the  sale  of 
oil  or  gas  property  only  to  the  extent  that  the  deductions  are  attribu- 
table to  the  depreciation  of  tangible  personal  property  (sec.  1245)  ; 
amounts  deducted  currently  for  intangible  drilling  and  development 
costs  (under  sec.  263(c))  were  not  subject  to  recapture. 

The  Act  requires  amounts  deducted  for  intangible  drilling  expenses 
on  productive  wells  to  be  recaptured  upon  disposition  of  the  oil  or  gas 
property  by  treating  those  amounts  as  ordinary  income  to  the  extent 
that  they  exceed  the  amounts  which  would  be  allowed  if  the  intangible 
expenses  were  capitalized  and  amortized  over  the  useful  life  of  the  well. 


2  These  transitional  rules  in  the  Act  erroneously  refer  to  activities  'described  in  [Code] 
section  465(c)(1)(B)",  that  is,  farming  activities,  including  certain  leases.  Congress  in- 
tends, however,  that  these  transitional  rules  apply  to  equipment  leasing  activities  described 
in  section  465(c)(1)(C). 


The  provision  applies  with  respect  to  costs  paid  or  incurred  after 
December  31,  1975. 

Sec.  206.  Termination  of  Additions  to  Excess  Deductions  Accounts 

(EDA) 

Prior  law  (sec.  1251)  provided,  in  general,  that  where  a  taxpayer  had 
generated  substantial  losses  from  farming  operations  in  excess  of  his 
income  from  farming  operations  (in  the  same  or  later  years  than  the 
losses),  he  might  have  had  to  treat  certain  farm  income  he  later 
realized  as  ordinary  income  rather  than  capital  gain.  The  amount  of 
potential  recapture  was  measured  by  the  farm  losses  in  the  taxpayer's 
excess  deductions  account  (EDA) . 

The  Act  provides  that  there  will  be  no  further  additions  to  EDA 
accounts  in  taxable  years  beginning  after  December  31,  1975.  The  Act 
also  permits  divisive  "D"  reorganizations  to  be  undertaken  without 
triggering  EDA  recapture.  In  these  reorganizations,  the  entire  EDA 
account  is  applied  to  both  the  transferor  corporation  and  the  trans- 
feree corporation.  This  provision  applies  to  reorganizations  occurring 
after  December  31,  1975. 

Sec.  207  (a)  and  (b).  Limitations  on  Deductions  for  Farming  Syndi- 
cates and  Capitalization  of  Certain  Orchard 
and  Vineyard  Expenses 

The  Act  requires  farming  syndicates  (1)  to  deduct  expenses  for 
feed,  seed,  fertilizer,  and  other  farm  supplies  no  earlier  than  when  used 
or  consumed;  (2)  to  capitalize  costs  of  poultry;  and  (3)  to  capitalize 
the  costs  of  planting,  cultivating,  maintaining  and  developing  a  grove, 
orchard  or  vineyard  which  are  incurred  prior  to  the  year  the  grove, 
orchard  or  vineyard  becomes  productive. 

A  farming  syndicate  includes  (1)  a  partnership  or  any  other  enter- 
prise (other  than  a  corporation  which  has  not  elected  to  be  taxed 
under  subchapter  S)  engaged  in  the  trade  or  business  of  farming  if  at 
any  time  interests  in  the  partnership  or  other  enterprise  have  been 
offered  for  sale  in  an  offering  required  to  be  registered  with  any 
Federal  or  State  agency  having  authority  to  regulate  the  offering  of 
securities  for  sale  or  (2)  a  partnership  or  any  other  enterprise  (other 
than  a  corporation  which  has  not  elected  to  be  taxed  under  subchapter 
S)  engaged  in  the  trade  or  business  of  farming  if  more  than  35  percent 
of  the  losses  during  any  period  are  allocable  to  limited  partners  or 
limited  entrepreneurs.^  In  general,  a  limited  entrepreneur  means  a 
person  who  has  an  interest,  other  than  a  limited  partnership  interest, 
in  an  enterprise  and  who  does  not  actively  participate  in  the  man- 
agement of  the  enterprise. 

The  determination  of  whether  a  person  actively  participates  in  the 
operation  or  management  of  a  farm  depends  upon  the  facts  and  cir- 
cumstances. Factors  which  tend  to  indicate  active  participation  include 
participating  in  the  decisions  involving  the  operation  or  management 
of  the  farm,  actually  working  on  the  farm,  living  on  the  farm,  or  hiring 
and  discharging  employees  (as  compared  to  only  the  farm  manager). 
Factors  which  tend  to  indicate  a  lack  of  active  participation  include 
lack  of  control  of  the  management  and  operation  of  the  farm,  having 

1  The  term  "partnership"  is  used  only  in  a  descriptive  sense  ;  it  is  not  intended  that 
this  definition  of  farming  syndicate  operates  to  preclude  the  Internal  Revenue  Service 
from  applying  the  regulations  under  section  7701  to  an  organization  described  in  such 
definition  to  determine  its  proper  classification  (as  a  partnership  or  corporation)  for 
Federal  tax  purposes. 


authority  only  to  discharge  the  farm  manager,  having  a  farm  manager 
who  is  an  independent  contractor  rather  than  an  employee,  and  having 
limited  liability  for  farm  losses. 

With  respect  to  farming  activities  (other  than  those  conducted  by 
enterprises  in  which  securities  have  been  registered),  the  provision 
specifies  five  cases  where  an  individual's  activity  with  respect  to  a  farm 
will  result  in  his  not  being  treated  as  a  limited  partner  or  limited 
entrepreneur.  These  cases  cover  the  situations  where  an  individual — 

(1)  has  an  interest  attributable  to  his  active  participation  for 
a  period  of  not  less  than  5  years  in  the  management  of  a  trade  or 
business  of  farming ; 

(2)  lives  on  the  farm  on  which  the  trade  or  business  of  farming 
is  being  carried  on ; 

(3)  actively  participates  in  the  management  of  a  trade  or  busi- 
ness of  farming  which  involves  the  raising  of  livestock  (or  is 
treated  as  being  engaged  in  active  management  pursuant  to  one 
of  the  first  two  exceptions  set  forth  above),  and  the  trade  or 
business  of  the  partnership  or  any  other  enterprise  involves  the 
further  processing  of  the  livestock  raised  in  the  trade  or  business 
with  respect  to  which  he  is  (actually  or  constructively)  an  active 
participant; 

(4)  as  his  principal  business  activity,  actively  participates  in  the 
management  of  a  trade  or  business  of  farming,  regardless  of 
whether  he  actively  participates  in  the  management  of  the 
activity  in  question ;  or 

(5)  is  a  member  of  the  family  (within  the  meaning  of  section 
267(c)(4))  of  a  grandparent  of  an  individual  who  would  be  ex- 
cepted under  any  of  the  first  four  cases  listed  above  and  his 
interest  is  attributable  to  the  active  participation  of  such 
individual. 

For  purposes  of  the  farming  syndicate  rules,  activities  involving  the 
growing  or  raising  of  trees  (other  than  fruit  or  nut  trees)  are  not 
considered  farming.  Thus,  this  provision  does  not  apply  to  forestry  or 
the  growing  of  timber. 

The  provisions  relating  to  prepaid  feed  and  other  farm  supplies  and 
poultry  expenses  apply  generally  to  amounts  paid  or  incurred  in  tax- 
able years  beginning  after  December  31,  1975.  In  the  case  of  farming 
syndicates  in  existence  on  December  31,  1975,  these  provisions  apply 
to  amounts  paid  or  incurred  in  taxable  years  beginning  after  December 
31,  1976  (but  only  if  there  is  no  change  in  membership  in  the  farming 
syndicate  between  December  31,  1975,  and  the  end  of  the  syndicate's 
last  taxable  year  beginning  before  January  1,  1977).^  The  provisions 
relating  to  orchards,  groves  and  vineyards  do  not  apply  where  the 
trees  or  vines  were  planted  or  purchased  for  planting  prior  to  Decem- 
ber 31,  1975,  or  where  there  was  a  binding  contract  to  purchase  the 
trees  or  vines  in  effect  on  December  31,  1975. 

Sec.  207(c).  Accrual  Accounting  for  Farm  Corporations 

Under  prior  law,  any  taxpayer  engaged  in  farming  could  use  the  cash 
method  of  accounting  and  generally  could  deduct  preproductive 
period  expenses. 

-  The  "no  chang:e  in  membership"  requirement  applies  to  the  addition  of  new  members 
and  the  sale  of  interests  of  existing  members  to  new  members  ;  however,  it  is  not  violated 
because  of  substitutions  of  members  occurring  by  operation  of  law  or  gifts  or  because  of 
withdrawals. 
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The  Act  generally  requires  any  corporation  (other  than  a  sub- 
chapter S  corporation,  a  family  corporation,  a  nursery  or  a  "small 
corporation")  and  any  partnership  in  which  a  corporation  is  a  partner 
to  use  the  accrual  method  of  accounting  and  to  capitalize  preproduc- 
tive  period  expenses. 

The  exception  for  family  corporations  provides  that  a  corporation  is 
a  family  corporation  if  the  members  of  one  family  own,  directly  or 
through  attribution,  at  least  50  percent  of  the  voting  stock  and  of  all 
other  classes  of  stock  of  such  corporation.  Under  the  family  corporation 
exception,  stock  ownership  is  attributed  not  only  through  partnerships 
and  trusts,  and  (generally)  one  tier  of  corporations,  but  also,  under 
certain  circumstances,  through  two  tiers  of  corporations.^ 

The  Act  also  provides  an  exception  to  cover  small  corporations. 
This  provision  exempts  any  corporation  whose  gross  receipts  (when 
combined  with  the  gross  receipts  of  related  corporations)  do  not 
exceed  $1,000,000  per  year.  However,  once  this  level  of  receipts  is 
exceeded  for  a  taxable  year  beginning  after  December  31,  1975,  the 
corporation  must  change  to  the  accrual  method  of  accounting  for 
subsequent  taxable  years  and  may  not  change  back  to  the  cash  method 
of  accounting  for  subsequent  taxable  years  even  if  its  receipts  subse- 
quently fall  below  $1 ,000,000. 

The  Act  provides  an  exception  to  the  required  accrual  accounting 
rules  for  nurseries.  Thus,  a  corporation  which  is  engaged  in  the  business 
of  operating  a  nursery  will  not  be  required  to  utilize  the  accrual  method 
of  accounting  by  reason  of  this  new  provision  (sec.  447).  No  inference 
is  intended,  however,  with  respect  to  any  business  operation  which  is 
required  to  utilize  the  accrual  method  of  accounting  under  provisions 
of  existing  law. 

For  purposes  of  this  provision,  a  corporation  engaged  in  forestry  or 
the  growing  of  timber  is  not  thereby  engaged  in  the  business  of  farm- 
ing.^ Consequently,  this  provision  is  not  intended  to  affect  the  method 
of  accounting  (or  treatment  of  preproductive  period  expenses)  of 
corporations  engaged  in  forestry  or  the  growing  of  timber. 

The  Act  also  provides  special  rules  which  provide  that  if  a  corpora- 
tion (or  its  predecessors)  has,  for  a  10-year  period  prior  to  the  date  of 
enactment,  used  an  "annual"  accrual  method  of  accounting  (in  which 
preproductive  period  expenses  are  either  deducted  currently  or  charged 
to  the  current  year's  crops),  it  may  continue  to  use  this  method  of 
accounting.  Also,  a  taxpayer  who  has  used,  for  a  10-year  period, the 
static  value  method  of  accounting  for  the  costs  of  deferred  crops  may 
change  to  the  annual  accrual  method  of  accounting  and  be  treated  as  if 
it  had  used  such  method  of  accounting  for  that  10-year  period. 

If  a  taxpayer  is  required  to  change  its  accounting  method  because  of 
the  application  of  this  new  provision,  it  will  be  allowed  to  spread  the 
accounting  adjustments  required  by  this  change  over  a  period  of  10 


^  Id  determining  family  ownership  under  this  provision,  if  the  trustee  of  a  trust  has 
discretion  to  distribute  income  or  principal  to  family  members  or  charities  and  if  the  trustee 
has  made  no  distributions  (or  taken  deductions  for  set-asides)  to  charities,  family  bene- 
ficiaries should  be  treated  as  the  sole  beneficiaries  of  the  trust. 

2  This  exclusion  of  forestry  or  the  growinjr  of  timber  from  "farming"  is  consistent  with 
the  distinction  drawn  in  regulations  relating  to  provisions  of  the  Code  allowing  taxpayers 
engaged  in  the  trade  or  business  of  farming  to  deduct  currently  expenditures  for  soil  or 
water  conservation,  fertilizer  for  land  used  In  farming,  and  land  clearing  (sees.  175,  180, 
182  and  Regs.  §§  1.175-3,  1.180-1  (b),  and  1.182-2). 
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years.  This  provision  applies  to  taxable  years  beginning  after  Decem- 
ber 31,  1976.^ 

Sec.  208.  Prepaid  Interest 

A  taxpayer  reporting  his  income  on  the  accrual  method  of  accounting 
can  deduct  prepaid  interest  only  in  the  period  or  periods  in  which  the 
interest  represents  the  cost  of  using  the  funds  during  that  period. 
However,  a  cash  method  taxpayer  has  generally  been  able  to  deduct 
expenses  in  the  year  he  actually  paid  them.  It  was  unsettled  under 
prior  law,  however,  whether  (or  under  what  circumstances)  a  cash 
method  taxpayer  could  deduct  prepaid  interest  in  full  in  the  year 
paid.  Recent  court  decisions  have  supported  the  Internal  Revenue 
Service  in  requiring  a  cash  method  taxpayer  to  allocate  his  deductions 
for  prepaid  interest  over  the  period  of  the  loan. 

The  Act  requires  a  cash  method  taxpayer  to  deduct  prepaid  interest 
over  the  period  of  the  loan  to  the  extent  the  interest  represents  the 
cost  of  using  the  borrowed  funds  during  each  taxable  year  in  the 
period.  This  rule  applies  to  interest  paid  for  personal,  business  or 
investment  purposes.  The  Act  also  requires  points  paid  on  a  loan  to  be 
deducted  ratably  over  the  term  of  the  loan,  except  in  the  case  of  a 
mortgage  incurred  in  connection  with  the  purchase  or  improvement  of, 
and  secured  by,  the  taxpayer's  principal  residence.  However,  the  rule 
permitting  current  deductibility  of  points  on  a  home  mortgage  applies 
only  if  points  are  generally  charged  in  the  geographical  area  where  the 
loan  is  made  and  to  the  extent  of  the  number  of  points  generally 
charged  in  that  area  for  a  home  loan.  These  new  provisions  apply  to 
prepayments  of  interest  on  and  after  January  1,  1976,  except  for 
interest  paid  before  January  1,  1977,  pursuant  to  a  binding  contract 
or  written  loan  commitment  in  existence  on  September  16,  1975  (and 
at  all  times  thereafter) . 

See.  209.  Limitation  on  Deduction  of  Investment  Interest 

Under  prior  law  (sec.  163(d)),  the  deduction  for  interest  on  invest- 
ment indebtedness  was  limited  to  $25,000  per  year  plus  the  taxpayer's 
net  investment  income  and  long-term  capital  gain  plus  one-half  of  any 
interest  in  excess  of  these  amounts. 

Under  the  Act,  interest  on  investment  indebtedness  is  limited  to 
$10,000  per  year,  plus  the  taxpayer's  net  investment  income.  No 
offset  of  investment  interest  is  permitted  against  long-term  capital 
gain.  An  additional  deduction  of  up  to  $15,000  more  per  year  is  per- 
mitted for  interest  paid  in  connection  with  indebtedness  incurred  by 
the  taxpayer  to  acquire  the  stock  in  a  corporation,  or  a  partnership 
interest,  where  the  taxpayer,  his  spouse,  and  his  children  have  (or 
acquire)  at  least  50  percent  of  the  stock  or  capital  interest  in  the 
enterprise.  Interest  deductions  which  are  disallowed  under  these  rules 
are  subject  to  an  unlimited  carryover  and  may  be  deducted  in  future 
years  (subject  to  the  applicable  limitation).  Under  the  Act,  no  limi- 
tation is  imposed  on  the  deductibility  of  personal  interest. 

3  A  partnership  with  a  corporate  general  partner  may  be  required  to  use  the  accrual 
method  of  accounting  and  may  also  be  a  farming  syndicate  subject  to  limitations  on 
deductible  expenses  for  prepaid  feed  and  other  farm  supplies,  expenses  for  poultry,  and 
certain  expenses  of  orchards,  groves  and  vineyards.  However,  feed  and  other  farm  supplies 
are  required  to  be  inventoried  under  the  accrual  method  of  accounting,  and  the  expenses 
(of  poultry,  orchards,  groves  and  vineyards)  that  must  be  capitalized  under  the  farming 
syndicate  rules  are  also  capitalizable  preproductive  period  expenses  under  the  accrual 
method  of  accounting  (as  required  by  this  provision).  Consequently,  the  application  of 
both  provisions  is  not  inconsistent ;  the  farming  syndicate  rules  do  not  appear  to  impose 
any  additional  requirements  for  an  organization  subject  to  this  provision. 
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Generally,  these  rules  are  applicable  to  taxable  years  beginning  after 
December  31,  1975.  However,  under  a  transitional  rule,  prior  law  (sec. 
163(d)  before  the  amendments  made  under  the  Act)  continues  to 
apply  in  the  case  of  interest  on  indebtedness  which  is  attributable  to  a 
specific  item  of  property,  is  for  a  specified  term,  and  was  either  in- 
curred before  September  11,  1975,  or  was  incurred  after  that  date  under 
a  binding  written  contract  or  commitment  in  effect  on  that  date  and 
at  all  times  thereafter  (hereinafter  referred  to  as  "pre-1976  interest"). 
As  under  prior  law,  interest  incurred  before  December  17,  1969  ("pre- 
1970  interest")  is  not  subject  to  a  limitation. 

Under  the  Act,  carryovers  are  to  retain  their  character.  Thus, 
carryovers  of  pre-1976  interest  will  continue  to  be  deductible  under 
the  limitation  of  prior  law.  Carryovers  of  post-1975  interest  will  be 
subject  to  the  new  rules  adopted  under  the  Act. 

In  a  case  where  the  taxpayer  has  interest  which  is  attributable  to 
more  than  one  period  (pre-1970,  pre-1976,  and  post-1975),  the  tax- 
payer's net  investment  income  is  to  be  allocated  between  (or  among) 
these  periods.  For  example,  assume  a  taxpayer  has  $30,000  of  pre-1976 
interest  and  $60,000  of  post-1975  interest;  also  assume  that  the  tax- 
payer has  $45,000  of  investment  income.  Under  the  Act,  one-third  of 
the  investment  income  ($15,000)  is  to  be  allocated  to  the  pre-1976 
interest,  which  would  be  fully  deductible  (the  $25,000  allowance,  plus 
the  $15,000  of  net  investment  income — exceeds  the  $30,000  of  pre-1976 
interest,  which  is  therefore  fully  deductible).  Two-thirds  of  the  net 
investment  income  ($30,000)  is  allocated  to  the  post-1975  interest; 
this  amount,  added  to  the  $10,000  allowance  provided  under  the  Act, 
would  result  in  a  total  deduction  of  $40,000  for  the  post-1975  interest. 
The  remaining  amount  ($20,000)  could  be  carried  forward. 

Sec.  210.  Amortization  of  Production  Costs  of  Motion  Pictures,  Books, 
Records,  and  Other  Similar  Property 

The  Act  contains  a  capitalization  rule  which  requires  individuals, 
trusts,  subchapter  S  corporations,  and  personal  holding  companies, 
to  capitalize  the  costs  of  producing  motion  pictures,  books,  records 
and  other  similar  property  and  permits  them  to  deduct  these  capital- 
ized costs  over  the  life  of  the  income  stream  generated  from  the 
production  activity.  These  rules  are  only  to  apply  to  production  costs 
(including  the  costs  of  making  prints  of  the  film  for  distribution)  and 
not  to  distribution  costs.  The  provision  applies  to  amounts  paid  or 
incurred  after  December  31,  1975,  with  respect  to  property  the 
principal  production  of  which  begins  after  December  31,  1975. 

Sec.  211.  Clarification  of  Definition  of  Produced  Film  Rents 

Under  present  law,  "produced  film  rents"  is  one  category  of  per- 
sonal holding  company  income.  Generally,  this  category  covers  pay- 
ments received  by  a  corporation  from  the  distribution  and  exhibition  of 
motion  picture  films  if  these  rents  arise  from  an  "interest"  in  the  film 
acquired  before  the  completion  of  production.  Produced  film  rents 
are  not  treated  as  personal  holding  company  income,  however,  if 
such  rents  constitute  50  percent  or  more  of  the  corporation's  ordinary 
gross  income. 

The  Act  clarifies  any  ambiguities  in  present  law  regarding  whether 
a  qualifying  "interest"  in  a  film  includes  interests  other  than  de- 
preciable interests.  Under  the  Act,  in  the  case  of  a  producer  who 
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actively  participates  in  producing  a  film,  the  term  "produced  film 
rents"  includes  an  interest  in  the  proceeds  or  profit  from  the  film, 
but  on-y  to  the  extent  that  this  interest  is  attributable  to  active 
participation  in  production  activities.  The  provision  applies  to  taxable 
years  ending  on  or  after  December  31,  1975. 

Sec.  212.  Sports  Franchise  Provisions 

Under  prior  law,  depreciation  taken  with  respect  to  player  contracts 
was  recaptured  on  a  contract-by-contract  basis.  In  addition,  there  were 
no  definitive  rules  under  prior  law  relating  to  the  allocation  of  a 
portion  of  the  purchase  price  for  a  franchise  to  depreciable  player 
contracts. 

The  Act  provides  that  in  the  case  of  the  sale  or  exchange  of  a  sports 
franchise,  the  amount  allocable  to  player  contracts  by  a  purchaser 
can  not  exceed  the  amount  of  the  sales  price  allocated  to  these  con- 
tracts by  the  seller.  However,  in  the  case  of  a  one-year  corporate  liqui- 
dation, unrecognized  gain  which  is  realized  by  the  corporation  may  be 
taken  into  account  for  purposes  of  computing  the  adjusted  basis  of 
player  contracts  (but  only  to  the  extent  gain  is  recognized  by  the  share- 
holders) .  The  Act  also  provides  a  presumption  that,  in  the  case  of  the 
sale  or  exchange  of  a  sports  franchise,  not  more  than  50  percent  of  the 
consideration  will  be  allocable  to  player  contracts  unless  the  taxpayer 
can  satisfy  the  Secretary  of  the  Treasury  that  (under  the  facts  and 
circumstances  of  the  particular  case)  it  is  proper  to  allocate  an  amount 
in  excess  of  50  percent.  These  new  provisions  apply  to  sales  or  ex- 
changes of  franchises  after  December  31,  1975,  in  taxable  years  ending 
after  such  date. 

The  Act  provides  special  rules  for  the  recapture  of  depreciation 
and  deductions  for  losses  taken  with  respect  to  player  contracts. 
The  special  recapture  rules  apply  only  in  the  case  of  the  sale  or 
exchange  of  the  entire  spoits  franchise.  In  the  case  of  the  sale  or 
exchange  of  individual  player  contracts  recapture  will  continue  to  be 
determined  on  a  contract-by-contract  basis.  Under  these  special 
rules,  to  the  extent  of  any  gain  attributable  to  player  contracts,  the 
amount  recaptured  as  ordinary  income  will  be  the  greater  of  (1)  the 
sum  of  the  depreciation  taken  plus  any  deductions  taken  for  losses 
(i.e.,  abandonment  losses)  with  respect  to  those  player  contracts  which 
are  initially  acquired  as  a  part  of  the  original  acquisition  of  the 
franchise  or  (2)  the  amount  of  depreciation  taken  with  respect  to 
those  player  contracts  which  are  owned  by  the  seller  at  the  time  of 
the  sale  of  the  sports  franchise.  To  the  extent  that  depreciation  taken 
on  player  contracts  which  were  acquired  as  part  of  the  original  acqui- 
sition of  the  franchise  has  previously  been  recaptured,  the  amount  so 
recaptured  will  reduce  the  aggregate  amount  of  depreciation  and  losses 
attributable  to  player  contracts  initially  acquired  for  purposes  of  de- 
termining the  recapture  amount  under  (1)  above.  The  amount  deter- 
mined under  (2)  above  with  respect  to  player  contracts  held  at  the 
time  the  franchise  is  sold  will  be  equal  to  the  aggregate  depreciation 
allowed  or  allowable  for  all  such  contracts.  Thus,  the  amount  subject 
to  recapture  will  be  determined  for  player  contracts  on  a  consolidated 
basis  and  may  exceed  the  sum  of  the  amounts  which  would  otherwise 
be  subject  to  recapture  if  determined  on  a  contract-by-contract  basis, 
e.g.,  the  aggregate  gain  is  equal  to  or  greater  than  the  aggregate  de- 
preciation deductions,  but  the  gain  attributable  to  one  or  more  of  the 
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contracts  is  less  than  the  appHcable  depreciation.  These  new  rules 
apply  to  transfers  of  player  contracts  in  connection  with  a  sale  or 
exchange  of  a  franchise  after  December  31,  1975. 

Sec.  213.  Partnership  Provisions 

(a).  Dollar  Limitation  with  Respect  to  Additional  First- 
Year  Depreciation  for  Partnerships 

Under  present  law,  an  owner  of  certain  tangible  personal  property 
is  eligible  to  elect,  for  the  first  year  the  property  is  depreciated,  a 
deduction  for  additional  first-year  (or  "bonus")  depreciation  of  20 
percent  of  the  cost  of  the  property.  The  maximum  bonus  depreciation 
deduction  is  limited  to  $2,000  ($4,000  for  an  individual  filing  a  joint 
return).  Where  the  owner  is  a  partnership,  the  election  for  bonus 
depreciation  is  made  by  the  partnership.  However,  under  prior  law, 
the  dollar  limitation  described  above  was  applied  to  each  individual 
partner  rather  than  to  the  partnership  as  a  whole. 

Under  the  Act,  the  amount  of  the  additional  first-year  depreciation 
that  a  partnership  can  pass  through  to  its  partners  in  any  taxable  year 
is  limited  to  $2,000.  (This  provision  does  not  affect  the  present  overall 
$2,000  or  $4,000,  in  the  case  of  a  joint  return,  limitations  which  apply 
to  each  individual  partner.)  This  provision  applies  in  the  case  of 
partnership  taxable  years  beginning  after  December  31,  1975. 

(b).  Partnership  Syndication  and  Organization  Fees 

Guaranteed  'payments. — Prior  law  (section  707(c))  provided  for  the 
deduction  by  a  partnership  of  so-called  "guaranteed  payments"  made 
to  a  partner  for  services  or  for  the  use  of  capital  to  the  extent  the 
payments  are  determined  without  regard  to  the  income  of  a  partner- 
ship, "but  only  for  the  purposes  of  section  61(a)  (relating  to  gross 
income)  and  section  162(a)  (relating  to  trade  or  business  expenses)." 
However,  present  law  (section  263)  generally  provides  that  no  current 
deduction  shall  be  allowed  for  capital  expenditures.  Nonetheless,  it 
has  been  contended  that  these  pa3rments  under  section  707(c)  were 
automatically  deductible  by  the  partnership  without  regard  to  the 
"ordinary  and  necessary"  requirements  of  section  162(a)  or  section 
263. 

The  Act  amends  section  707(c)  to  make  it  clear  that,  in  determining 
whether  a  guaranteed  payment  is  deductible  by  the  partnership,  it 
must  meet  the  same  tests  under  section  162(a)  as  if  the  payment  had 
been  made  to  a  person  who  is  not  a  member  of  the  partnership,  and 
the  normal  rules  of  section  263  (relating  to  capital  expenditures)  must 
be  taken  into  account.  This  provision  applies  to  taxable  years  begin- 
ning after  December  31,  1975. 

Syndication  and  organization  fees. — Until  recently,  it  has  been 
common  for  limited  partnerships  to  claim  a  deduction  for  payments 
made  to  a  general  partner  for  services  rendered  by  him  with  respect  to 
the  syndication  and  organization  of  the  limited  partnership.  Recently, 
the  Service  ruled  (Rev.  Rul.  75-214,  1975-1  C.B.  185)  that  these  pay- 
ments represent  capital  expenditures  and,  as  such,  are  not  currently 
deductible.  Moreover,  in  a  recent  case,  the  United  States  Tax  Court 
disallowed  the  deduction  for  payments  of  this  type  made  to  a  general 
partner.  (Jackson  E.  Cagle,  Jr.,  63  T.C.  86  (1974),  on  appeal  to  C.A.  5.) 

The  Act  requires  that  fees  paid  in  connection  with  the  organization 
and  syndication  of  a  partnership  be  capitalized.  This  provision  applies 
to  taxable  years  beginning  after  December  31,  1975. 
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The  Act  allows  organization  fees  to  be  amortized  over  a  period  of 
not  less  than  5  years.  This  provision  applies  to  taxable  years  begin- 
ning after  December  31,  1976. 

(c).  Retroactive  Allocations  of  Partnership  Income  or  Loss 

Investments  in  tax  shelter  limited  partnerships  have  commonly 
been  made  toward  the  end  of  the  year.  It  has  also  been  common  for 
the  limited  partnership  to  have  been  formed  earlier  in  the  year  on 
a  skeletal  basis  with  one  general  partner  and  a  so-called  "dummy" 
limited  partner.  In  many  cases,  the  limited  partnership  incurs  sub- 
stantial deductible  expenses  prior  to  the  year-end  entry  of  the  limited 
partner-investors.  In  these  cases,  a  full  share  of  the  partnership's 
losses  for  the  entire  year  has  usually  been  allocated  to  these  limited 
partners.  These  are  referred  to  as  "retroactive  allocations."  It  was 
not  clear  under  prior  law  whether  retroactive  allocations  were  permis- 
sible, although  in  practice  they  were  frequently  utilized. 

The  Act  provides  that  income  or  losses  will  be  allocable  to  a  partner 
only  for  the  portion  of  the  year  that  he  was  a  member  of  a  partnership. 
In  determining  the  income,  loss  or  special  item  allocable  to  an  incom- 
ing partner,  the  partnership  will  either  allocate  on  a  daily  basis  or 
separate  the  partnership  year  into  two  (or  more)  segments  and 
allocate  income,  loss  or  special  items  in  each  segment  among  the  per- 
sons who  were  partners  during  that  segment.  This  provision  applies  to 
partnership  taxable  years  beginning  after  December  31,  1975. 

(d).  Partnership  Special  Allocations 

A  partnership  agreement  may  allocate  income,  gain,  loss,  deduction, 
or  credit  (or  items  thereof)  among  the  partners  in  a  manner  that  is 
disproportionate  to  the  capital  contributions  of  such  partners.  These 
are  referred  to  as  "special  allocations"  and,  with  respect  to  any  taxa- 
able  year,  may  be  made  by  amendment  to  the  partnership  agreement 
at  any  time  up  to  the  initial  due  date  of  the  partnership  tax  return 
for  that  year.  Under  prior  law,  a  partnership  agreement  special  allo- 
cation of  "any  item  of  income,  gain,  loss,  deduction,  or  credit"  would 
not  be  recognized,  however,  if  its  principal  purpose  was  to  avoid  or 
evade  any  income  tax.  Since  this  provision  applied  to  allocations  of 
items  of  income,  gain,  loss,  deduction,  or  credit,  it  had  been  argued 
that  the  provision  did  not  apply  to,  and  would  not  preclude,  alloca- 
tions of  taxable  income  or  loss,  as  opposed  to  specific  items  of  income, 
gain,  deduction,  loss  or  credit. 

The  Act  provides  that  an  allocation  of  taxable  income  or  loss,  as 
well  as  any  item  of  income,  gain,  loss,  deduction  or  credit,  will  be 
controlled  by  the  partnership  agreement  unless  it  lacks  substantial 
economic  effect.  If  an  allocation  made  by  the  partnership  is  set  aside, 
a  partner's  share  of  the  income,  gain,  loss,  deduction  or  credit  (or  item 
thereof)  will  be  determined  in  accordance  with  the  partner's  interest 
in  the  partnership.  These  provisions  apply  to  partnership  taxable 
years  beginning  after  December  31,  1975. 

(e).  Treatment  of  Partnership  Liabilities  Where  a  Partner 
Is  Not  Personally  Liable 

A  partner  may  deduct  his  distributive  share  of  all  the  deductible 
items  of  the  partnership,  but  not  more  than  the  amount  of  the  adjusted 
basis  of  his  interest  in  the  partnership.  Under  prior  law,  a  partner's 
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basis  in  his  partnership  interest  was  increased  by  a  portion  of  any 
partnership  liability  with  respect  to  which  there  was  no  personal 
liability  on  the  part  of  any  of  the  partners.  Consequently,  a  partner 
was  allowed  to  substantially  increase  the  basis  in  his  partnership 
interest,  and  thus  the  amount  of  partnership  losses  he  could  deduct,  by 
a  portion  of  the  partnership  liabilities  with  respect  to  which  he  had  no 
personal  liability.  This  rule  enabled  partners  to  deduct  amounts 
exceeding  the  amount  of  investment  that  they  had  at  risk  in  the 
partnership. 

The  Act  provides  that  for  purposes  of  the  limitation  on  allowance  of 
partnership  losses  (under  section  704(d)  of  the  Code),  the  adjusted 
basis  of  a  partner's  interest  will  not  include  any  portion  of  any  part- 
nership liability  with  respect  to  which  the  partner  has  no  personal 
liability. 

It  is  intended  that  in  determining  whether  a  partner  has  personal 
liability  with  respect  to  any  partnership  liability,  rules  similar  to  the 
rules  of  section  465  (relating  to  the  limitation  on  deductions  to  amounts 
at  risk  in  case  of  certain  activities)  will  apply.  Thus,  for  example, 
guarantees  and  similar  arrangements  may  be  taken  into  account  in  de- 
termining whether  there  is  personal  liability. 

This  provision  will  not  apply  to  the  extent  that  a  partnership 
activity  is  subject  to  the  provisions  of  section  465  (relating  to  the 
limitation  on  deductions  to  amounts  at  risk  in  case  of  certain  activities) 
nor  will  it  apply  to  any  partnership  the  principal  activity  of  which 
involves  real  property  (other  than  mineral  property).  This  provision 
will  not  apply  to  a  corporate  partner  (other  than  a  subchapter  S 
corporation)  with  respect  to  liabilities  incurred  in  an  activity  to  the 
extent  that  the  activity  is  subject  to  the  provisions  of  section  465. 
Thus,  if  two  corporations  form  a  partnership  for  an  equipment  leasing 
activity,  this  provision  will  not  apply;  but,  if  in  addition  to  equipment 
leasing,  the  partnership  invests  in  an  activity  not  specified  under 
section  465  and  which  does  not  involve  real  property  (other  than 
mineral  property),  then  this  provision  will  apply  to  the  extent  of 
habilities  incurred  with  respect  to  that  other  activity.  Also,  for  exam- 
ple, if  an  individual  and  a  corporation  form  a  partnership  which  will 
engage  in  the  raising  of  trees,  which  bear  fruit  and  nuts  this  provision 
will  not  apply  to  the  corporate  partner  to  the  extent  that  the  tree- 
raising  activity  is  subject  to  the  provisions  of  section  465. 

It  is  contemplated  that  this  provision  and  the  specific  at-risk  rules 
of  section  465  could  apply  to  a  partnership  carr3dng  on  more  than  on  e 
activity.  For  example,  a  partnership  involved  in  equipment  leasing 
to  which  the  at-risk  provisions  of  section  465  would  apply,  may  also 
be  indebted  on  a  nonrecourse  basis  with  respect  to  activities  which 
are  unrelated  to  the  equipment  leasing  activity  of  the  partnership. 
In  this  instance,  separate  computations  for  purposes  of  allowance 
of  losses  would  have  to  be  made  under  both  sections  465  and  704(d). 

This  provision  applies  to  liabilities  incurred  after  December  31, 
1976. 

Sec.  214.  Scope  of  Waiver  of  Statute  of  Limitations  in  Case  of  Hobby 
Loss  Elections 

Present  law  provides  generally  that  if  an  activity  makes  a  profit 
in  two  out  of  five  years,  it  is  presumed  not  to  be  a  hobby  (which 
would  be  subject  to  the  limitations  on  deductions  for  hobby  losses).  In 
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certain  circumstances,  a  taxpayer  may  elect  to  have  the  results  of 
certain  years  be  relevant  to  the  existence  of  this  presumption  for 
earlier  years.  Under  prior  law,  a  taxpayer  was,  in  many  cases,  required 
to  execute  a  general  waiver  of  the  statute  of  limitations  for  these 
earlier  years  if  he  wished  to  obtain  the  benefits  of  this  presumption 
for  the  earlier  years. 

The  Act  provides  that  a  taxpayer  need  not  waive  the  statute  of 
limitations  for  unrelated  items  on  his  return  in  order  to  take  advan- 
tage of  this  special  presumption.  This  provision  applies  to  taxable 
years  beginning  after  December  31,  1969,  except  that  it  does  not 
reopen  taxable  years  with  respect  to  which  the  statute  of  limitations 
has  expired  and  does  not  limit  general  waivers  of  the  statute  of 
limitations. 


TITLE  III— MINIMUM  TAX  AND  MAXIMUM  TAX 

Sec.  301.  Minimum  Tax 

(a).  Minimum  Tax  for  Individuals 

Under  prior  law,  individuals  and  corporations  paid  a  minimum 
tax,  in  addition  to  their  regular  income  tax,  equal  to  10  percent  of 
their  items  of  tax  preference,  reduced  by  a  $30,000  exemption  and 
their  regular  tax  liability.  The  tax  preferences  subject  to  the  minimum 
tax  included :  (1)  the  excluded  one-half  of  capital  gains;  (2)  the  excess  of 
percentage  depletion  over  the  basis  of  the  property;  (3)  accelerated 
depreciation  on  real  property;  (4)  the  bargain  element  of  stock 
options;  (5)  accelerated  depreciation  on  personal  property  subject 
to  a  net  lease  (excluding  the  acceleration  resulting  from  use  of  the 
Asset  Depreciation  Range,  or  ADR,  system) ;  (6)  the  excess  of  amorti- 
zation of  on-the-job  training  and  child  care  facilities  over  regular  de- 
preciation; (7)  the  excess  of  amortization  of  pollution  control  facilities 
over  regular  depreciation;  (8)  the  excess  of  amortization  of  railroad 
rolling  stock  over  regular  depreciation;  and  (9)  excess  bad  debt  re- 
serves of  financial  institutions.  Regular  taxes  not  used  to  offset  prefer- 
ences in  the  current  year  were  allowed  to  be  carried  over  for  up  to  7 
additional  years. 

The  Act  raises  the  minimum  tax  rate  to  15  percent.  It  reduces  the 
exemption  to  $10,000  or  one-half  of  regular  tax  liability,  whichever 
is  greater,  in  place  of  the  $30,000  exemption  and  deduction  for  regular 
taxes  under  existing  law.  It  repeals  the  carryover  of  unused  regular 
taxes.  Also,  it  includes  an  instruction  to  the  Secretary  of  the  Treasury 
to  issue  regulations  under  which  there  will  be  no  minimum  tax  when 
individuals  or  corporations  do  not  receive  any  tax  benefit  from  a  tax 
preference.  It  adds  new  preferences  for:  (1)  itemized  deductions  (other 
than  medical  and  casualty  loss  deductions)  in  excess  of  60  percent  of 
adjusted  gross  income;  (2)  intangible  drilling  costs  in  excess  of  the 
amount  deductible  if  capitalized  and  amortized  over  10  years;  and 
(3)  accelerated  depreciation  on  all  personal  property  subject  to  a  lease 
(including  the  acceleration  resulting  from  ADR). 

The  new  preference  for  intangible  drilling  expenses  applies  to  those 
expenses  in  excess  of  the  amount  which  could  have  been  deducted  had 
the  intangibles  been  capitalized  and  either  (1)  deducted  over  the  life 
of  the  well  as  cost  depletion,  or  (2)  deducted  ratably  over  10  years; 
the  taxpayer  may  choose  whichever  of  these  two  methods  of  capitaliza- 
tion is  most  favorable.  The  calculation  is  made  taking  into  account 
only  those  wells  for  which  intangibles  were  paid  or  accrued  in  that 
taxable  year.  This  preference  does  not  apply  to  taxpayers  who  elect 
to  capitalize  their  intangible  drilling  costs.  Nor  does  it  apply  to 
nonproductive  wells.  For  this  purpose,  nonproductive  wells  are 
those  which  are  plugged  and  abandoned  without  having  produced  oil 
or  gas  in  commercial  quantities  for  any  substantial  period  of  time. 
Thus,  a  well  which  has  been  plugged  and  abandoned  may  have  pro- 
duced some  relatively  small  amount  of  oil  and  still  be  considered  a 

(16) 


17 

nonproductive  well,  depending  on  the  amount  of  oil  produced  relative 
to  the  costs  of  drilling. 

In  some  cases  it  may  not  be  possible  to  determine  whether  a  well 
is  in  fact  nonproductive  until  after  the  cose  of  the  taxable  year  in 
question.  If  a  well  is  proved  to  be  nonproductive  after  the  end  of  the 
taxable  year  but  before  the  tax  return  for  the  year  in  question  is  filed, 
that  well  can  be  treated  as  nonproductive  on  that  return.  If  a  well  is 
not  determined  to  be  nonproductive  by  the  time  the  return  for  the 
year  in  question  is  filed,  the  intangible  expenses  with  respect  to  that 
well  are  to  be  subject  to  the  minimum  tax.  However,  the  taxpayer 
may  later  file  an  amended  return  and  claim  a  credit  or  refund  for  the 
amount  of  any  minimum  tax  paid  with  respect  to  that  well  if  the  well 
subsequently  proves  to  be  nonproductive. 

These  revisions  of  the  minimum  tax  for  individuals  apply  to  taxable 
years  beginning  after  December  31,  1975.  The  amount  of  any  tax 
carryover  from  a  taxable  year  beginning  before  January  1,  1976,  will 
not  be  allowed  as  a  tax  carryover  for  any  taxable  year  beginning 
after  December  31,  1975. 

(b).  Minimum  Tax  for  Corporations 

Under  prior  law,  the  minimum  tax  for  corporations  was  the  same 
as  that  for  individuals,  except  that  the  capital  gains  preference  equalled 
18/48  of  capital  gains  (rather  than  one-half  of  such  gains)  and  the 
preference  for  accelerated  depreciation  on  personal  property  subject 
to  a  net  lease  did  not  apply. 

The  Act  raises  the  corporate  minimum  tax  rate  to  15  percent  and 
reduces  the  exemption  to  $10,000  or  regular  tax  liability,  whichever  is 
greoter.  It  eliminates  the  carryover  of  regular  taxes.  For  1976,  only 
one-half  of  the  increase  in  the  minimum  tax  applies.  Subchapter  S 
corporations  and  personal  holding  companies  are  treated  like  in- 
dividuals, not  corporations.  The  Act  does  not  change  the  items  of  tax 
preference  for  corporations  except  as  noted  below  for  timber. 

The  Act  provides  special  rules  for  timber  income  of  corporations, 
including  both  gains  from  the  cutting  of  timber  and  long-term  gains 
from  the  sale  of  timber.  These  rules  have  the  effect  of  exempting  timber 
income  from  the  increase  in  the  minimum  tax  for  corporations.  These 
rules  provide  that  the  item  of  tax  preference  for  timber  gains  is  to  be 
reduced  by  one-third  and  then  further  reduced  by  $20,000.  Also,  the 
deduction  for  regular  taxes  is  to  be  reduced  by  the  lesser  of  (a)  one- 
third  or  (b)  the  preference  reduction  described  above.  In  effect,  the 
adjustments  compensate  for  the  general  minimum  tax  rate  increase 
from  10  percent  to  15  percent  by  scaling  down  the  entire  minimum 
tax  base,  as  it  relates  to  timber,  by  one- third  and  then  subjecting  that 
lower  base  to  a  15-percent  rate.  This  gives  the  same  result  as  subjecting 
the  normal  tax  base  to  a  10-percent  rate.  The  reduction  in  timber 
preferences  by  $20,000  (two-thirds  of  $30,000),  in  effect,  compensates 
corporations  with  timber  income  for  the  loss  of  the  $30,000  exemption. 

The  Act  also  retains  a  regular  tax  carryover  for  corporations  with 
timber  income.  Taxpayers  will  first  have  to  determine  how  much  of 
their  corporate  income  tax  is  attributable  to  timber  income  (including 
both  gains  from  the  cutting  of  timber  and  long-term  gains  from  the  sale 
of  timber) .  This  allocation  is  to  be  made  under  regulations  prescribed 
by  the  Secretary  of  the  Treasury.  This  allocation  must  be  rnade  for 
years  prior  to  1976  as  well  as  future  years,  in  order  to  determine  how 
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much  of  a  corporation's  existing  regular  tax  carryover  remains  avail- 
able for  use  in  1976  and  subsequent  years.  The  Congress  does  not 
intend  that  there  be  a  carryover  of  regular  taxes  not  attributable  to 
timber  income.  To  the  extent  that  regular  corporate  income  taxes 
attributable  to  timber  exceed  the  items  of  tax  preference  in  a  taxable 
year,  they  may  be  carried  forward  for  up  to  7  additional  years.  The 
amount  of  the  carryover  that  may  be  deducted  in  a  subsequent  year  is 
limited  to  timber  tax  preferences  in  that  year,  reduced  by  the  timber 
preference  reduction  described  above,  minus  the  regular  tax  deduction 
for  the  year  (as  reduced  by  the  regular  tax  adjustment  described 
above).  This  has  the  effect  of  permitting  a  carryforward  of  timber- 
related  regular  taxes  that  are  not  used  in  the  current  year  and  limiting 
the  use  of  that  carryforward  to  the  part  of  the  minimum  tax  base  that 
is  attributable  to  timber. 

The  effective  date  of  the  minimum  tax  changes  is  delayed  for  two 
years  for  financial  institutions.  The  Secretary  of  the  Treasury  is 
expected  to  issue  regulations  dealing  with  how  the  minimum  tax  is  to 
be  computed  for  taxpayers  who  file  consolidated  returns  with  financial 
institutions.  These  will  involve  separating  the  minimum  taxes  of  the 
corporations  in  the  group  for  the  years  1976  and  1977,  and  applying 
the  new  rules  to  preferences  of  corporations  other  than  financial 
institutions  and  the  old  rules  to  financial  institutions  for  these  years. 

The  Act  repealed  the  carryover  of  regular  taxes  with  respect  to 
taxable  years  beginning  after  December  31,  1975.  (However,  H.R. 
1144,  which  passed  the  Congress  on  October  1,  1976,  retains  the 
carryover  for  taxable  years  beginning  before  July  1,  1976.) 

Sec.  302.  Maximum  Tax 

Under  present  law,  there  is  a  maximum  marginal  tax  rate  of  50  per- 
cent on  earned  income.  Prior  to  the  Act,  the  amount  of  earned  in- 
come eligible  for  the  maximum  tax  was  reduced  by  the  current  year's 
tax  preferences  (or,  if  greater,  one-fifth  of  the  tax  preferences  for  the 
past  five  years)  in  excess  of  $30,000. 

The  Act  eliminates  the  $30,000  exemption  to  the  preference  offset 
and  the  5-year  averaging  provision.  It  adds  the  new  minimum  tax 
preferences  to  the  preference  offset.  It  also  extends  the  maximum  tax 
to  pensions,  annuities  and  deferred  compensation.  These  changes  apply 
to  table  years  beginning  after  December  31,  1976. 


TITLE  IV— EXTENSIONS  OF  INDIVIDUAL  INCOME  TAX 

REDUCTIONS 

Sec.  401(a).  General  Tax  Credit 

The  Revenue  Adjustment  Act  of  1975  included  a  credit  equal  to  the 
greater  of  $35  per  capita  or  2  percent  of  the  first  $9,000  of  taxable 
income.  This  applied  for  the  first  6  months  of  1976. 

The  Act  extends  the  general  tax  credit  in  the  Revenue  Adjustment 
Act  for  the  second  6  months  of  1976  and  for  calendar  1977. 

Sec.  401(b).  Standard  Deduction 

The  Revenue  Adjustment  Act  of  1975  raised  the  minimum  standard 
deduction  to  $1,700  for  single  returns  and  $2,100  for  joint  returns;  the 
percentage  standard  deduction  to  16  percent;  and  the  maximum 
standard  deduction  to  $2,400  for  single  returns  and  $2,800  for  joint 
returns.  These  changes  applied  only  to  the  first  6  months  of  1976. 

The  Act  makes  permanent  these  increases  in  the  standard  deduction. 

Sec.  401(c).  Earned  Income  Credit 

Under  prior  law,  the  earned  income  credit  equaled  10  percent  of  the 
first  $4,000  of  earnings.  The  credit  was  phased  out  as  adjusted  gross 
income  rose  from  $4,000  to  $8,000  and  was  refundable.  The  credit  was 
also  available  only  to  people  who  maintain  a  household  for  a  dependent 
child  who  is  either  under  19  or  a  student  and  for  whom  they  are  entitled 
to  claim  a  personal  exemption.  This  credit  applied  to  1975  and  to  the 
first  6  months  of  1976. 

The  Act  extends  the  earned  income  credit  through  the  rest  of  1976 
and  calendar  1977.  Also,  it  extends  eligibility  for  the  credit  to  people 
with  adult  disabled  dependents  and  to  people  who  maintain  a  house- 
hold for  a  child  who  is  either  a  student  or  under  age  19  but  who  are  not 
entitled  to  claim  a  personal  exemption  for  the  child. 

Sec.  402.  Disregard  of  Earned  Income  Credit 

The  Act  extends  the  provision  of  prior  law  that  refunds  resulting 
from  the  earned  income  credit  were  to  be  disregarded  in  determining 
eligibility  for  any  benefits  under  Federal  or  federally  assisted  aid  pro- 
grams if  the  recipient  is  a  beneficiary  in  the  month  prior  to  the  refund. 
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TITLE  V— TAX  SIMPLIFICATION  FOR  INDIVIDUALS 

Sec.  501.  Revision  of  Tax  Tables  for  Individuals 

Under  prior  law,  the  tax  tables  were  used  by  taxpayers  who  claimed 
the  standard  deduction  and  who  had  adjusted  gross  incomes  below 
$10,000  ($15,000  for  1975  only).  The  Act  adopts  new  tax  tables  based 
on  taxable  incomes  of  $20,000  or  less  to  be  used  by  both  itemizers  and 
those  using  the  standard  deduction,  effective  for  taxable  years  begin- 
ning after  December  31,  1975. 

Sec.  502.  Deduction  for  Alimony 

Under  prior  law,  taxpayers  claiming  a  deduction  for  alimony  pay- 
ments had  to  claim  them  as  an  itemized  deduction.  The  Act  changes  the 
alimony  deduction  from  an  itemized  deduction  to  a  deduction  in 
arriving  at  adjusted  gross  income.  The  change  applies  to  taxable  years 
beginning  after  December  31,  1976. 

Sec.  503.  Revision  of  Retirement  Income  Credit 

Under  prior  law,  for  taxpayers  age  65  or  over,  and  for  taxpayers 
under  65  who  received  a  public  retirement  system  pension,  a  tax  credit 
was  provided  equal  to  15  percent  of  retirement  income  up  to  $1,524 
for  a  single  person  and  $2,286  for  a  married  couple.  The  maximum 
amount  of  retirement  income  was  reduced  on  a  dollar-for-dollar  basis 
for  social  security  and  other  types  of  exempt  pension  income.  For 
taxpayers  age  62  or  over  and  under  age  72,  these  base  amounts  for  the 
credit  were  also  reduced  by  one-half  of  the  annual  amount  of  earned 
income  over  $1,200  and  under  $1,700,  and  by  the  entire  amount  of 
earned  income  in  excess  of  $1,700. 

The  Act  simplifies  the  rules  on  eligibihty  for  the  credit  and  increases 
the  maximum  base  for  the  credit  for  a  single  person  to  $2,500  and 
for  a  married  couple  to  $3,750.  It  also  eliminates  the  parallel  to  social 
security  by  making  the  credit  available  for  earned  income  as  well  as 
retirement  income  and  renames  the  credit  "credit  for  the  elderly." 
The  Act  reduces  the  maximum  amount  of  the  credit  base  by  one-half 
of  adjusted  gross  income  in  excess  of  $7,500  for  a  single  person  and 
$10,000  for  a  married  couple  filing  a  joint  return  (which  they  are 
generally  required  to  do  in  order  to  use  this  provision) .  The  maximum 
amount  is  also  reduced  by  exempt  social  security  and  exempt  retire^ 
ment  income.  Similarly,  for  pubKc  retirement  system  retirees  under 
age  65,  the  base  for  the  credit  is  increased  to  the  same  amounts  as  for 
those  age  65  or  over  but  no  change  is  made  in  the  definition  of  retire- 
ment income.  (In  the  case  where  one  spouse  is  under  65  and  has  pubUc 
retirement  income  and  one  is  over  65,  they  may  elect  the  pubUc  retire- 
ment income  rules  or  the  new  provision.)  These  changes  are  effective 
for  taxable  years  beginning  after  December  31,  1975. 

Sec.  504.  Credit  for  Child  Care  Expenses 

Under  prior  law,  taxpayers  could  claim  as  an  itemized  deduction 
certain  expenses  incurred  for  the  care  of  a  child  or  disabled  dependent 
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or  spouse  up  to  $4,800  a  year.  The  maximum  deduction  was  reduced 
by  one  dollar  for  every  two  dollars  of  income  in  excess  of  $35,000. 
Payments  to  relatives  were  not  deductible. 

The  Act  converts  the  deduction  to  a  tax  credit  of  20  percent  of 
eligible  expenditures.  It  limits  the  maximum  eligible  expenses  to  $2,000 
for  one  dependent  and  $4,000  for  two  or  more  and  eliminates  the 
$35,000  income  limit.  It  also  eliminates  the  distinction  between 
expenses  for  services  inside  and  outside  the  home  for  children.  The 
Act  extends  the  credit  to  married  couples  where  one  spouse  works 
part-time  or  is  a  student  and  to  a  divorced  or  separated  parent  who 
has  custody  of  a  child.  The  Act  also  makes  payments  to  relatives  who 
are  not  dependents  of  the  taxpayer  eligible  for  the  credit  if  the  services 
which  the  relatives  perform  is  considered  employment  for  Social 
Security  purposes.  These  changes  apply  to  taxable  years  beginning 
after  December  31,  1975. 

Sec.  505.  Sick  Pay  and  Certain  Disability  Pensions 

Under  prior  law,  an  employee  could  exclude  from  income  up  to  $100 
a  week  received  under  wage  continuation  plans  when  he  was  absent 
from  work  on  account  of  injury  or  sickness.  Military  personnel  could 
exclude  from  income  pensions  for  personal  injuries  or  sickness  paid  by 
the  Department  of  Defense  (as  well  as  all  Veterans  Administration 
disability  compensation) . 

The  Act  repeals  the  sick  pay  exclusion  for  temporary  absences  from 
work  and  continues  the  exclusion  of  up  to  $5,200  a  year  for  retirees 
under  age  65  only  in  the  case  of  those  who  are  permanently  and  totally 
disabled.  The  Act  reduces  this  $5,200  exclusion  dollar-for-dollar  for 
adjusted  gross  income  (including  disability  income)  in  excess  of 
$15,000.  It  also  eliminates  the  exclusion  for  non-combat  related  dis- 
ability pensions  for  those  who  joined  the  armed  forces  after  Septem- 
ber 24,  1975,  but  continues  the  exemption  for  disability  payments  for 
combat  related  injuries,  V.A.  disability  compensation,  or  an  equivalent 
amount  paid  by  the  Department  of  Defense. 

The  Act  also  allows  disability  payments  for  injuries  to  civilian 
government  employees  resulting  from  acts  of  terrorism  the  same  exclu- 
sion granted  military  disability  payments  for  combat-related  injuries. 

In  the  case  of  an  individual  who  retired  on  disability  and  was 
permanently  and  totally  disabled,  for  purposes  of  section  72  his 
annuity  starting  date  shall  be  age  65  (or  earlier  only  if  he  makes  an 
irrevocable  election  not  to  make  use  of  the  disability  income  exclusion) . 
The  same  rule  also  applies  to  partially  disabled  individuals  who  retired 
on  disability  before  January  1,  1976,  and  were  entitled  on  December  31, 
1975,  to  a  sick  pay  exclusion. 

These  changes  generally  apply  to  taxable  years  beginning  after 
December  31,  1975.  The  provision  for  injuries  resulting  from  terrorist 
acts  applies  to  taxable  years  beginning  after  December  31,  1976. 

Sec.  506.  Moving  Expenses 

Under  prior  law,  a  taxpayer  could  deduct  expenses  of  up  to  $2,500 
for  house-hunting,  the  sale  of  a  residence,  and  temporary  lodging, 
related  to  moving  to  a  new  place  of  work  which  was  50  miles  farther 
from  his  former  residence  than  was  his  former  place  of  work.  As  a 
result  of  the  lapse  of  the  moratorium  (provided  by  legislation)  on 
the  application  of  the  Tax  Reform  Act  of  1969  with  respect  to  the 
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1969  moving  expense  rules  in  the  case  of  the  military,  in-kind  moving 
services  and  moving  expense  reimbursements  for  members  of  the 
armed  forces  were  to  be  includible  (after  1975)  in  income  and  deduct- 
ble  under  the  same  rules  as  civilians. 

The  Act  increases  the  $2,500  maximum  deduction  to  $3,000  and 
decreases  the  50-mile  test  to  35  miles.  It  exempts  in-kind  services  or 
reimbursed  moving  expenses  for  members  of  the  armed  forces  on  active 
duty  moved  by  military  orders.  The  Act  also  exempts  military  moves 
from  the  time  and  mileage  requirements  and  excludes  from  income 
cash  reimbursements  or  allowances  to  the  extent  of  expenses  actually 
paid  or  incurred,  as  well  as  all  in-kind  services  provided  by  the  military. 
The  Armed  Services  are  exempted  from  the  reporting  requirements 
under  section  82  with  regard  to  in-kind  moving  services,  reimburse- 
ments and  allowances  provided  to  members.  In  addition,  the  Act 
provides  that  when  a  military  member  is  required  to  relocate  and  the 
member's  spouse  and  dependents  cannot  accompany  the  member  but 
because  of  military  orders  must  move  to  a  different  location,  all  in-kind 
moving  and  storage  expenses,  and  reimbursements  and  allowances 
(to  the  extent  of  moving  expenses  actually  paid  or  incurred)  provided 
by  the  military  to  move  the  member  and  the  spouse  and  dependents 
both  to  and  from  their  separate  locations  are  excluded  from  income. 
In  cases  where  the  military  moves  the  member  and  the  member's 
spouse  and  dependents  to  or  from  separate  locations  and  they  incur 
unreimbursed  expenses,  their  moves  are  treated  as  a  single  move  to 
a  new  principal  place  of  work  for  purposes  of  the  deduction  (section 
217). 

These  changes  apply  generally  to  taxable  years  beginning  after 
December  31,  1976,  except  that  the  military  provisions  apply  for 
years  after  1975. 

Sec.  507.  Tax  Simplification  Study  by  Joint  Committee 

Present  law  (sec.  8022  of  the  Code)  provides  that  the  Joint  Commit- 
tee on  Taxation  is  to  investigate  the  operation  and  effects  of  the  Fed- 
eral system  of  internal  revenue  taxes,  including  studies  for  the  sim- 
plification of  the  income  tax.  The  Joint  Committee  is  to  publish  its 
proposals  and  report  the  results  and  any  recommendations  to  the 
Senate  Finance  Committee  and  House  Ways  and  Means  Committee. 

The  Act  retains  the  duties  under  section  8022  and  adds  a  specific 
requirement  that  the  Joint  Committee  conduct  a  study  on  "simp- 
lifying and  indexing  the  tax  laws"  (including  whether  tax  rates  can 
be  reduced  by  repealing  any  or  all  tax  deductions,  exemptions  or 
credits).  A  report  is  to  be  submitted  to  the  Senate  Finance  and  House 
Ways  and  Means  Committees  by  June  30,  1977. 


TITLE  VI— BUSINESS-RELATED  INDIVIDUAL  INCOME 
TAX  PROVISIONS 

Sec.  601.  Disallowance  of  Certain  Expenses 

(a).  Deductions  for  Expenses  Attributable  to  Business  Use 
of  Homes 

The  Act  provides  definitive  rules  relating  to  deductions  for  expenses 
attributable  to  the  business  use  of  homes.  Under  the  Act,  a  taxpayer 
is  not  permitted  to  deduct  any  expenses  attributable  to  the  use  of  his 
home  for  business  purposes  except  to  the  extent  attributable  to  the 
portion  of  the  home  used  exclusively  on  a  regular  basis:  (a)  as  the 
taxpayer's  principal  place  of  business,  (b)  as  a  place  of  business  which 
is  used  for  patients,  clients,  or  customers  in  meeting  or  dealing  with 
the  taxpayer  in  the  normal  course  of  business,  or  (c)  in  the  case  of  a 
separate  structure  which  is  not  attached  to  a  dwelling,  in  connection 
with  the  taxpayer's  trade  or  business.  Further,  in  the  case  of  an 
employee,  the  business  use  of  the  home  must  be  for  the  convenience 
of  his  employer.  An  exception  to  the  exclusive  use  test  is  provided 
where  the  dwelling  unit  is  the  sole  fixed  location  of  a  trade  or  business 
which  consists  of  selling  products  at  retail  or  wholesale  and  the  tax- 
payer regularly  uses  a  separate  identifiable  portion  of  the  residence 
for  inventory  storage.  An  overall  limitation  is  provided  which  limits 
the  amount  of  the  deductions  to  the  gross  income  generated  by  the 
business  activity  of  the  taxpayer  in  his  home.  The  provision  applies  to 
taxable  years  beginning  after  December  31,  1975. 

(b).  Deductions  for  Expenses  Attributable  to  Rental  of 
Vacation  Homes 

Under  prior  law,  there  were  no  definitive  rules  relating  to  how  much 
personal  use  of  vacation  property  would  result  in  the  disallowance  of 
deductions  because  the  rental  activities  are  not  engaged  in  for  profit. 
The  Act  provides  a  limitation  on  deductions  for  expenses  attributable 
to  the  rental  of  a  vacation  home  if  the  home  is  used  by  a  taxpayer  for 
personal  purposes  in  excess  of  the  greater  of  2  weeks  or  10  percent  of 
the  actual  business  use  (that  is,  its  rental  time)  during  a  year.  In 
this  case,  the  deductions  allowed  in  connection  with  a  vacation  home 
cannot  exceed  the  gross  income  from  the  business  use  of  the  vacation 
home,  less  expenses  which  are  allowable  in  any  event  (such  as  interest 
and  taxes).  In  addition,  if  a  vacation  home  is  actually  rented  for  less 
than  15  days  during  the  year,  then  no  business  deductions  nor  in- 
come derived  from  the  use  of  the  vacation  home  are  to  be  taken  into 
account  in  the  taxpayer's  return  for  the  year.  The  provision  applies 
to  taxable  years  beginning  after  December  31,  1975. 

Sec.  602.  Deductions  for  Attending  Foreign  Conventions 

Generally,  in  order  for  traveling  expenses  (domestic  and  foreign) 
to  be  deductible  under  present  law,  they  must  be  ordinary  and 
necessary  in  the  conduct  of  the  taxpayer's  business   and  directly 
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attributable  to  the  trade  or  business.  If  a  trip  is  primarily  related  to  the 
taxpayer's  business,  the  entire  traveling  expenses  (including  food  and 
lodging)  to  and  from  a  destination  are  deductible.  If  a  trip  is  primarily 
personal  in  nature,  the  traveling  expenses  to  and  from  the  destination 
are  not  deductible  even  if  the  taxpayer  engages  in  business  activities 
while  at  the  destination.  With  respect  to  expenses  incurred  in  attending 
a  convention  or  other  meeting,  the  deductibility  of  expenses  depends 
upon  the  facts  and  circumstances  of  each  case. 

The  Act  modifies  the  facts  and  circumstances  test  under  present  law 
and  provides  definitive  rules  for  the  deductibility  of  expenses  in- 
curred in  attending  certain  foreign  conventions  or  similar  meetings. 
Deductions  may  be  allowed  for  expenses  incurred  in  attending  not 
more  than  two  conventions,  educational  seminars,  or  similar  meetings 
outside  the  United  States,  its  possessions  and  the  Trust  Territory  of 
the  Pacific. 

The  amount  of  the  deduction  for  transportation  expenses  outside 
the  United  States  to  and  from  these  foreign  conventions  cannot 
exceed  the  cost  of  airfare  based  on  coach  or  economy  class  charges. 
Transportation  expenses  will  be  deductible  in  full  only  if  more  than 
one-half  of  the  total  days  of  the  trip  (excluding  the  days  of  trans- 
portation to  and  from  the  site  of  the  convention)  are  devoted  to 
business-related  activities.  If  less  than  one-half  of  the  total  days  of  the 
trip  are  devoted  to  business-related  activities,  a  deduction  will  be 
allowed  for  transportation  expenses  only  in  the  ratio  of  the  business 
time  to  total  time. 

In  addition,  deductions  for  subsistence  expenses,  such  as  meals, 
lodging,  and  other  ordinary  and  necessary  expenses,  paid  or  incurred 
while  attending  the  convention  will  be  limited  to  the  fixed  amount 
of  per  diem  allowed  to  government  employees  at  the  location  where 
the  convention  is  held.  However,  in  order  to  deduct  subsistence 
expenses  up  to  this  limitation  for  a  day,  there  must  generally  be  at 
least  6  hours  of  business-related  activities  scheduled  daily  (or  3  hours 
for  a  deduction  for  one-half  day)  and  the  taxpayer  must  attend  two- 
thirds  of  these  activities. 

The  Act  provides  that  no  deduction  is  to  be  allowed  unless  the 
taxpayer  complies  with  certain  reporting  requirements  in  addition  to 
the  substantiation  requirements  of  present  law.  Under  these  reporting 
requirements,  the  taxpayer  must  furnish  information  indicating  the 
total  days  of  the  trip  (exclusive  of  the  transportation  days  to  and  from 
the  convention),  the  number  of  hours  of  each  day  that  he  devoted 
to  business  activities  (and  a  brochure  describing  the  convention, 
if  available),  and  furnish  any  other  information  required  by  regula- 
tions. In  addition,  the  taxpayer  must  attach  a  statement  signed  by 
an  appropriate  officer  of  the  sponsoring  organization  to  his  income  tax 
return  which  must  include  a  schedule  of  the  business  activities  of  each 
convention  day,  the  number  of  hours  of  business-related  activities 
that  the  taxpayer  attended  each  day  and  any  other  information 
required  by  regulations. 

The  provision  applies  to  conventions,  seminars  and  similar  meetings 
which  take  place  after  December  31,  1976. 

Sec.  603.  Qualified  Stock  Options 

Under  prior  law,  no  income  was  recognized  on  the  grant  to  a  cor- 
porate employee,  or  on  his  exercise  of,  a  "qualified"  option  to  receive 
stock  in  the  employer  corporation.  The  stock  acquired  by  the  exercise 
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of  the  option  was  a  capital  asset  in  the  hands  of  the  employees  and 
the  income  realized  from  the  eventual  sale  of  the  stock  was  generally 
treated  as  long-term  capital  gain  or  loss. 

Under  the  Act,  the  qualified  stock  option  provisions  are  repealed. 
Thus,  for  the  future,  all  options  are  to  be  governed  under  the  rules 
which  apply  under  present  law  for  nonqualified  stock  options.  This 
means  that  if  the  option  has  a  "readily  ascertainable  fair  market  value" 
at  the  time  it  is  granted,  then  the  value  of  the  option  will  constitute 
ordinary  income  to  the  employee  at  that  time,  but  any  gain  later 
realized  by  the  employee  upon  the  sale  of  any  stock  acquired  under 
the  option  will  generally  be  treated  as  capital  gain.  On  the  other  hand, 
if  the  option  does  not  have  a  readil}^  ascertainable  fair  market  value 
at  the  time  it  is  granted,  it  will  not  constitute  income  to  the  employee 
at  that  time,  but  if  the  option  is  subsequently  exercised,  and  if  the  fair 
market  value  of  the  stock  exceeds  the  option  price,  this  excess  will 
constitute  ordinary  income  to  the  employee  at  the  time  the  option  is 
exercised. 

It  is  intended  that  in  applying  these  rules  for  the  future,  the  Internal 
Revenue  Service  will  make  every  reasonable  effort  to  determine  a  fair 
market  value  for  an  option  (i.e.,  in  cases  where  similar  property  would 
be  valued  for  estate  tax  purposes)  where  the  employee  irrevocably 
elects  to  have  the  option  valued  at  the  time  it  is  granted  (particularly 
in  the  case  of  an  option  granted  for  a  new  business  venture).  It  is 
intended  that  the  Service  will  promulgate  regulations  and  ruUngs 
setting  forth  as  specifically  as  possible  the  criteria  which  will  be 
weighed  in  valuing  an  option  which  the  employee  elects  to  value  at 
the  time  it  is  granted. 

Under  these  rules,  the  value  of  an  option  will  be  determined  under 
all  the  facts  and  circumstances  of  a  particular  case.  Among  other 
factors  that  will  be  taken  into  account  will  be  the  value  of  the  stock 
underlying  the  option  (to  the  extent  that  this  can  be  ascertained), 
the  length  of  the  option  period  (the  longer  the  period,  the  greater  the 
chance  the  underlying  stock  might  increase  in  value),  the  earnings 
potential  of  the  corporation,  and  the  success  (or  lack  of  success)  of 
similar  ventures.  Corporate  assets,  including  patents,  trade  secrets 
and  knowhow  will  also  have  to  be  taken  into  account. 

It  is  anticipated  that  under  the  Service's  rules,  certain  options,  such 
as  those  traded  publicly,  will  be  treated  as  having  a  readily  ascertain- 
able fair  market  value,  regardless  of  whether  the  employee  makes  an 
election.  However,  the  regulations  can  provide  that  in  certain  other 
cases  the  option  will  ordinarily  not  be  valued  at  the  time  it  is  granted 
unless  the  employee  so  elects. 

These  rules  apply  generally  to  options  granted  after  May  20,  1976, 
but  the  Act  contains  certain  transitional  rules  for  options  granted  after 
that  date  under  preexisting  plans.  In  interpreting  the  transitional 
rules,  the  Congress  intends  that  if  a  corporation  adopted  an  option 
plan  in  1974  and  is  reorganized  in  1977  into  a  holding  company  with 
one  or  more  operating  subsidiaries,  the  holding  company  may  adopt 
the  1974  option  plan  and  continue  to  grant  qualified  stock  options  to 
the  extent  permissible  had  the  reorganization  not  occurred. 

Sec.  604.  Deduction  for  State  Legislator's  Travel  Expenses  Away 
From  Home 

The  tax  home  of  a  State  legislator  was  determined  under  prior  law 
by  taking  into  account  a  number  of  factors,  such  as:  (a)  the  total  time 
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ordinarily  spent  by  the  taxpayer  at  each  location,  (b)  the  degree  of 
business  activity  at  each  location,  and  (c)  the  amount  of  income 
ordinarily  earned  by  the  taxpayer  at  each  location,  etc. 

The  Act  provides  that  for  taxable  years  beginning  before  January  1 , 
1976,  the  tax  home  of  a  State  legislator  is  his  place  of  residence  within 
the  legislative  district  that  he  represents  and  he  may  elect  to  be  treated 
for  that  period  as  having  expended  for  living  expenses  an  amount 
equal  to  the  daily  per  diem  allowed  U.S.  Government  executive  branch 
employees  multiplied  by  the  number  of  days  the  State  legislature  was 
in  session.  The  definition  of  a  legislative  day  includes  any  day  in 
which  the  State  legislature  was  not  in  session  for  a  period  of  4  consecu- 
tive days  or  less.  However,  the  total  amount  of  deductions  allowable 
cannot  exceed  the  amount  already  claimed  on  the  legislator's  tax 
return  (or  amended  return)  filed  before  May  21,  1976,  for  the  year 
in  question. 

Sec.  605.  Nonbusiness  Guarantees  of  Bad  Debts 

In  the  case  of  a  noncorporate  taxpayer,  business  bad  debts  are 
deductible  as  ordinary  losses.  Nonbusiness  bad  debts  are  treated  as 
short-term  capital  losses.  However,  under  prior  law,  where  the  non- 
corporate taxpayer's  loss  results  from  a  situation  where  he  guar- 
anteed the  debt  of  a  noncorporate  person,  the  guarantor  could  treat 
a  payment  under  the  guaranty  as  a  business  bad  debt  (even  though 
the  guaranty  did  not  arise  out  of  the  guarantor's  trade  or  business) 
if  the  proceeds  of  the  loan  were  used  by  the  borrower  in  his  trade  or 
business  and  the  debt  was  worthless  when  paid  by  the  guarantor. 

Under  the  Act,  where  a  taxpayer  has  a  loss  arising  from  the  guaranty 
of  a  loan,  he  will  receive  the  same  treatment  as  where  he  has  a  loss 
from  a  loan  which  he  makes  directly.  If  the  guaranty  arose  out  of 
the  guarantor's  trade  or  business,  the  loss  will  be  treated  as  an  ordinary 
loss.  If  the  guaranty  were  a  transaction  entered  for  profit  by  the 
guarantor  (but  not  as  part  of  his  trade  or  business),  the  loss  will  be 
treated  as  a  short-term  capital  loss.  This  provision  applies  to  losses 
for  taxable  years  beginning  after  December  31,  1975,  in  connection 
with  guaranties  made  after  that  date. 


TITLE  VII— ACCUMULATION  TRUSTS 

Sec.  701.  Accumulation  Trusts 

Distributions  by  a  trust  of  previously  accumulated  income  are  taxed 
substantially  the  same  as  if  they  were  distributed  when  earned,  i.e., 
"thrown  back"  to  the  year  earned.  Under  prior  law,  the  tax  on  the 
distribution  of  previously  accumulated  income  was  computed  under 
either  the  "exact  method"  or  the  "short-cut"  method.  Under  the 
"exact  method",  the  tax  on  the  accumulation  distribution  was  the  sum 
of  the  additional  taxes  that  would  have  been  payable  by  the  beneficiary 
if  the  income  had  been  distributed  when  earned  and  if  the  tax  on  the 
beneficiary  had  been  entirely  recomputed.  Under  the  "short-cut" 
method,  the  tax  on  the  accumulation  distribution  was  computed  by 
averaging  the  accumulation  distribution  over  the  number  of  years  dur- 
ing which  the  accumulated  income  was  earned  by  the  trust,  including 
this  average  amount  in  the  beneficiary's  income  for  each  of  the  3  im- 
mediate prior  years,  and  then  multiplying  the  average  additional  tax 
for  those  years  by  the  number  of  years  during  which  the  accumulated 
income  was  earned.  Under  both  methods,  the  beneficiary  was  entitled 
to  a  credit  for  taxes  paid  by  the  trust  on  the  accumulation  distribution. 
The  "throw-back"  rules  also  applied  to  distributions  of  accumulated 
capital  gains. 

The  Act  repeals  the  "exact  method"  of  computing  the  tax  on  ac- 
cumulation distributions.  It  also  modifies  the  "short-cut"  method 
by  throwing  back  the  average  accumulation  distribution  to  3  of  the  5 
preceding  years,  excluding  those  years  with  the  highest  and  lowest 
incomes.  It  does  not  permit  refunds  of  excess  taxes  paid  by  the  trust. 
In  addition,  the  Act  provides  that  income  accumulated  prior  to  the 
beneficiary's  attaining  the  age  of  21  and  the  years  a  beneficiary  was  not 
in  existence  are  not  subject  to  the  throw-back  rule.  The  Act  also 
provides  special  rules  for  multiple  trusts.  Finally,  the  Act  repeals  the 
capital  gain  throw-back  rules,  but  taxes  the  trust  at  the  grantor's  rate 
brackets  on  "built-in"  gain  on  sales  or  exchanges  occurring  within  2 
years  of  the  transfer  to  the  trust.  These  modifications  apply  to  distribu- 
tions made  in  taxable  years  beginning  after  December  31,  1975.  The 
special  rule  for  gain  on  property  transferred  to  a  trust  applies  to 
transfers  made  after  May  21,  1976. 
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TITLE  VIII— CAPITAL  FORMATION 

Sec.  801.  Extension  of  $100,000  Limitation  on  Used  Property  for  the 
Investment  Credit 

Prior  to  1975,  up  to  $50,000  of  the  cost  of  used  property  could  be 
taken  into  account  as  qualified  investment  for  purposes  of  the  invest- 
ment tax  credit  for  a  taxable  year.  The  Tax  Reduction  Act  of  1975 
increased  the  amount  to  $100,000  for  taxable  years  beginning  in  1975 
and  1976. 

The  Act  extends  the  increased  limit  of  $100,000  on  used  property  for 
4  additional  years,  taxable  years  beginning  before  January  1,  1981. 

Sec.  802.  Extension  and  Treatment  of  Investment  Credit 
(a).  Extension  of  lO^Percent  Investment  Credit 

Prior  law  provided  a  permanent  investment  credit  of  7  percent 
(4  percent  for  certain  utility  property)  for  investment  in  qualified 
property.  The  Tax  Reduction  Act  of  1975  increased  the  credit  to  10 
percent  for  all  qualified  property  (including  utility  property)  placed  in 
service  after  January  21,  1975  and  before  January  1,  1977. 

The  Act  extends  the  10-percent  investment  credit  for  4  additional 
years  to  apply  generally  to  property  placed  in  service  before  January  1 , 
1981. 

(b).  First-in-First-out  Treatment  of  Investment  Credits 

In  general,  the  amount  of  investment  credit  used  in  any  year  cannot 
exceed  $25,000  of  tax  liability  plus  50  percent  of  any  liability  in  excess 
of  $25,000.  A  3-year  carryback  and  7-year  carryforward  is  then  applied 
to  credits  which  are  not  used  because  of  the  tax  liability  limitation.  (A 
10-year  carryforward  is  available  for  pre-1971  credits.)  Generally, 
under  prior  law,  investment  credits  earned  in  a  particular  year  were 
applied  first  to  the  tax  liability  for  that  year,  after  which  carryovers 
and  carrybacks  of  unused  credits  from  other  years  were  applied. 

Under  the  Act,  credits  carried  over  are  used  first  and  then  credits 
earned  currently  are  used;  after  that,  any  carr3^back  credits  may  be 
applied.  If  there  is  more  than  one  carryforward  or  carryback  to  a 
particular  year,  the  oldest  credit  is  generally  used  first.  The  provision 
applies  to  taxable  years  beginning  after  December  31,  1975. 

Sec.  803.  ESOP  Investment  Credit  Provisions 
(a).  General 

Under  prior  law,  if  a  qualified  investment  were  made  before  January 
1,  1977,  an  extra  percentage  point  of  investment  credit  (11  percent 
rather  than  10  percent)  was  allowed  where  the  additional  credit 
amount  was  contributed  to  an  employee  stock  ownership  plan  (ESOP) . 

The  Act  extends  the  additional  one-percent  credit  program  to 
qualified  investments  made  before  January  1,  1981.  Also,  if  an  em- 
ployer supplements  its  contributions  under  the  one  percent  credit  pro- 
gram by  matching  employee  contributions  to  the  ESOP,  beginning  in 
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1977  the  Act  allows  an  extra  investment  credit  (up  to  an  extra  one- 
half  percentage  point)  for  the  employer's  supplementary  contributions 
which  are  matched  by  employee  contributions.  Under  the  Act,  separate 
accounting  is  required  for  matching  employee  and  employer  contribu- 
tions. Continuing  present  law  treatment,  an  employer  contribution  for 
a  taxable  year  in  excess  of  the  amount  attributable  to  the  additional 
credit  allowed  for  such  year  is  deductible  for  that  year,  subject  to  the 
usual  rules  for  deduction  of  contributions  to  employee  plans. 

Under  the  Act,  employee  contributions  are  subject  to  the  overall 
benefit  and  contribution  limitations  applicable  to  employee  plans. 
(The  Act  continues  prior  law  under  which  employer  contributions  to 
investment  credits  ESOPs  were  subject  to  these  limitations.)  The 
limitations  may  restrict  the  amount  of  the  additional  one-half  percent 
investment  credit  allowable. 

The  Congress  intends  that  employee  contributions  can  be  taken  into 
account  for  the  additional  credit  if  they  are  contributed  to  the  plan 
before  the  end  of  the  year  in  which  the  credit  is  allowed  or  if  the 
contributions  are  pledged  by  the  employees  to  be  paid  within  2  years 
after  the  close  of  that  year  and  the  pledge  is  made  before  the  return 
for  the  year  is  filed.  If  employee  contributions  are  made  in  excess  of  the 
amount  pledged  and  are  matched  with  employer  contributions, 
additional  credit  can  be  claimed  by  the  employer  for  the  year  the 
property  giving  rise  to  the  credit  was  placed  in  service.  Under  the  Act, 
employee  contributions  made  under  the  matching  rules  are  to  be 
invested  in  employer  securities  under  the  same  rules  that  apply  to 
employer  contributions. 

If  the  plan  provides,  the  Act  permits  funds  contributed  by  the 
employer  to  be  withdrawn  from  an  investment  credit  ESOP  (1) 
to  refund  employer  contributions  which  are  not  matched  by  employee 
contributions  within  the  period  specified,  or  (2)  to  permit  the  em- 
ployer to  recover  from  the  ESOP  any  portion  of  the  employer's  con- 
tribution which  is  recaptured  from  the  employer  under  the  invest- 
ment credit  rules  (for  example,  where  the  property  for  which  the 
credit  is  claimed  is  disposed  of  prematurely).  The  Act  provides  that 
the  withdrawal  of  employer  contributions  made  under  the  one- 
half  percent  credit  rules  because  they  are  not  matched  by  employee 
contributions,  or  a  recovery  of  employer  contributions  under  the 
recapture  rules,  will  not  cause  the  plan  to  be  considered  as  other 
than  for  the  exclusive  benefit  of  employees  and  that  employee  rights 
to  employer-derived  benefits  under  the  plan  will  not  be  considered 
forfeitable  merely  because  employer  contributions  of  investment 
credit  may  be  withdrawn  under  the  matching  or  recapture  rules.  The 
Act  does  not  permit  an  employer  to  recover  recaptured  investment 
credit  unless  the  employer  contributions  for  each  year  are  separately 
accounted  for  (all  contributions  made  before  enactment  of  the  Act 
can  be  aggregated  for  this  purpose) . 

Under  the  Act,  employee  funds  contributed  to  an  investment  credit 
ESOP  are  subject  to  employee  withdrawal  unless  they  are  matched  by 
employer  contributions  under  the  one-half  percent  credit  rules.  For 
example,  if  matching  employer  or  employee  contributions  cannot  be 
made  because  of  the  overall  limitations  on  benefits  and  contributions 
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(sec.  415  of  the  Code),  the  unmatched  employee  contributions  would 
be  refunded  to  the  employee  (unless  he  instructs  the  plan  to  the 
contrary) . 

Also,  under  the  Act,  employee  contributions  to  an  investment 
credit  ESOP  are  subject  to  the  same  antidiscrimination  rules  as  apply 
to  employee  contributions  under  a  tax-qualified  pension  plan,  and 
matched  employee  contributions  are  subject  to  the  same  restrictions 
on  distribution  as  employer  contributions  of  investment  credit  (gen- 
erally, no  withdrawal  is  permitted  for  84  months). 

Employee  contributions  cannot  be  compulsory;  that  is,  employee 
contributions  may  not  be  made  a  condition  of  employment  or  a  condi- 
tion of  participation  in  the  plan.  Of  course,  the  level  of  employer- 
derived  benefits  under  the  matching  rules  may  depend  upon  em- 
ployee contributions. 

In  addition,  the  Act:  (1)  prevents  flow-through  of  the  investment 
credit  contributed  by  a  public  utility  to  an  ESOP  with  respect  to 
credits  claimed  for  taxable  years  after  1975;  (2)  permits  employer 
securities  to  be  contributed  to  an  ESOP  as  the  credit  is  allowed  rather 
than  when  it  is  claimed ;  (3)  provides  that  future  contributions  under 
the  investment  credit  program  rules  may  be  reduced  if  investment 
credits  which  have  been  contribution  to  an  ESOP  are  recaptured  or 
disallowed  and  provides  that,  as  an  alternative,  recaptured  or  dis- 
allowed credits  may  be  deducted  or,  as  a  further  alternative  in  the  case 
of  recaptured  credits,  that  the  credits  may  be  recovered  from  the 
ESOP;  (4)  permits  use  of  stock  of  "brother-sister"  corporations, 
"second-tier"  subsidiaries  and  corporations  which  would  be  affiliates 
except  for  nonvoting  preferred  stock  to  be  contributed  to  an  ESOP 
under  the  investment  credit  rules ;  (5)  excludes  employer  stock  held  by 
an  ESOP  for  purposes  of  determining  whether  corporations  are 
sufficiently  affiliated  to  permit  the  filing  of  consolidated  returns;  (6) 
permits  ESOPs  to  be  considered  permanent  plans  even  though  contri- 
butions are  contingent  upon  the  availability  of  the  additional  invest- 
ment credit;  (7)  doubles  the  dollar  amount  of  the  overall  limitation  on 
contributions  permitted  to  be  made  to  certain  ESOPs  and  provides  that 
employee  compensation  for  purposes  of  the  investment  credit  ESOP 
rules  is  the  same  as  that  under  the  overall  limitations;  (8)  permits  a 
limited  amount  of  "start  up"  and  administrative  expenses  to  be 
charged  against  the  additional  investment  credit  contributed  to  an 
ESOP;  (9)  allows  contributions  to  be  made  to  a  plan  contingent  upon 
an  Internal  Revenue  Service  determination  that  the  plan  qualifies 
under  the  investment  credit  and  employee  plan  rules;  and  (10) 
provides  that  no  penalties  are  to  be  imposed  for  underpayment  of 
estimated  income  tax  where  the  underpayment  is  caused  by  the  tax- 
payer's inability  to  avail  itself  of  the  grace  period  or  anti-flow 
through  provisions  (effective  for  1975). 

These  10  provisions  are  generally  effective  for  taxable  years  begin- 
ning after  December  31,  1974  (except  for  (1),  as  indicated  above). 

(b).  Employee  Stock  Ownership  Plan  Regulations 

These  10  provisions  are  generally  effective  for  taxable  years  begin- 
stock  ownership  plans  and  expresses  concern  that  administrative  rules 
and  regulations  may  frustrate  Congressional  intent.  In  this  connec- 
tion, it  has  come  to  the  attention  of  the  Congress  that  proposed 
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regulations  issued  by  both  the  Department  of  the  Treasury  and  the 
Department  of  Labor  on  July  30,  1976,  may  make  it  virtually  im- 
possible for  ESOPs,  and  especially  leveraged  ESOPs,  to  be  established 
and  function  effectively.  The  following  areas  are  of  specific  concern 
to  the  Congress. 

(1)  Independent  third  party. — The  proposed  rules  would  prohibit 
loans  (or  loan  guarantees)  by  fiduciaries  to  employee  stock  ownership 
plans  unless  the  loans  are  arranged  and  approved  by  an  independent 
third  party.  These  rules  would,  for  example,  prevent  a  bank  which 
serves  as  trustee  for  an  ESOP  from  making  a  loan  to  the  plan  and 
would  prevent  the  employer-fiduciary  who  established  the  plan  from 
providing  a  loan  guarantee. 

In  view  of  other  rules  presently  in  effect,  which  require  that  the 
interest  rate  for  any  such  loan  be  reasonable,  that  the  loan  be  primarily 
for  the  benefit  of  participants  or  their  beneficiaries,  and  that  the  only 
collateral  the  plan  can  give  the  lender  is  the  employer's  stock  pur- 
chased wdth  the  loan  proceeds,  the  requirement  of  an  independent 
third  party  is  unduly  burdensome.  Consequently,  the  Congress  believes 
that  the  regulations  should  deal  directly  with  possible  abuses  which 
may  occur  in  the  administration  of  plans  rather  than  attempting  to 
require  a  plan  to  incur  the  burden  of  dealing  through  an  independent 
third  party.  Similarly,  the  Congress  believes  that  an  independent  third 
party  should  not  be  required  to  arrange  and  approve  a  sale  of  stock 
between  an  employer  (or  shareholder  of  the  employer)  and  an  ESOP. 
The  Congress  has  not  considered  whether  the  principles  applicable  to 
ESOPs  in  connection  with  loans  to  the  plan  or  sales  of  employer  stock 
should  apply  in  the  case  of  other  exemptions  from  the  prohibited 
transaction  rules  and,  accordingly,  no  inference  should  be  drawn 
regarding  those  other  exemptions. 

(2)  Put  option. — The  proposed  regulations  would  require  that  an 
employer  provide  each  employee  who  receives  stock  from  a  leveraged 
ESOP  or  an  investment  credit  ESOP  with  a  2-year  "put  option"  if 
the  stock  is  not  listed  on  an  exchange. 

Although  the  Congress  agrees  that  a  market  should  be  provided 
for  employer  stock  distributed  by  an  ESOP  to  an  employee,  the  Con- 
gress believes  that  a  put  option  for  a  period  considerably  shorter  than 
two  years  will  properly  protect  employees  and  that  a  put  under  which 
the  employer  must  pay  for  tendered  stock  over  too  short  a  period  would 
effectively  deny  the  employer  the  benefits  of  capital  formation  the 
Congress  sought  to  provide  under  an  ESOP.  On  the  contrary,  the 
Congress  believes  that  the  payment  by  the  employer  could  be  made 
in  substantially  equal  installments  over  a  reasonable  period,  taking 
into  account  the  need  to  protect  the  interests  of  employees  and  the  need 
of  the  employer  for  capital. 

(3)  Stock  purchased  with  loan  proceeds. — Under  the  proposed  regu- 
lations, if  an  ESOP  holds  employer  stock  which  it  purchased  with 
the  proceeds  of  a  loan,  the  stock  is  to  be  placed  in  a  suspense  account 
from  which  it  is  to  be  released  under  a  formula.  The  formula  provided 
by  the  proposed  regulations,  however,  is  not  in  accordance  with  the 
common  business  practice  under  which  the  stock  is  released  from  the 
account  as  loan  principal  is  amortized. 
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The  Congress  believes  that  the  regulations  should  allow  the  stock  to 
be  released  as  the  loan  principal  is  repaid  if  (a)  the  principal  is 
amortized  over  a  reasonable  period  (taking  into  account  the  facts  and 
circumstances,  including  the  interests  of  plan  participants  and  the 
employer's  need  for  capital),  and  (b)  the  employees  are  adequately 
informed  regarding  their  rights  to  employer  stock  held  by  the  plan. 

(4)  Allocation  of  stock. — Under  the  proposed  regulations,  employer 
stock  acquired  by  an  ESOP  with  loan  proceeds  must  be  allocated  to 
plan  participants  as  it  is  released  from  the  suspense  account  discussed 
in  (3)  above.  The  Congress  believes  that  the  regulations  should  permit 
the  allocation  of  stock  to  be  made  in  accordance  with  a  formula  more 
similar  to  that  provided  for  ESOPs  in  the  Trade  Act  of  1974  (19  U.S.C. 
§  2373(f)(4)). 

(5)  Voting  rights. — The  proposed  regulations  would  require  that 
employees  be  permitted  to  direct  the  voting  of  employer  stock  allo- 
cated to  their  accounts  under  a  leveraged  ESOP  even  though  other 
types  of  employee  plans  need  not  provide  employees  with  these  rights. 
(The  Tax  Reduction  Act  of  1975  requires  that  employees  be  permitted 
to  direct  the  voting  of  employer  stock  allocated  to  their  accounts 
under  an  investment  credit  ESOP  but  not  under  other  ESOPs.) 

The  Congress  believes  that  the  regulations  should  not  distinguish 
between  leveraged  ESOPs  and  other  employee  plans  in  this  regard. 

(6)  Dividend  restrictions. — Under  the  proposed  regulations,  em- 
ploj^er  stock  held  by  an  ESOP  must  have  unrestricted  dividend  rights. 
However  dividend  restrictions  are  commonly  required  in  connection 
with  loans.  Consequently,  the  Congress  believes  that  such  restrictions 
should  be  permitted  if  they  are  required  in  connection  with  a  loan  to 
the  ESOP  for  the  purchase  of  employer  securities  (but  only  if  the 
restrictions  terminate  when  the  loan  is  repaid)  or  if  they  apply  also  to 
a  significant  portion  of  the  employer  stock  not  held  by  the  ESOP. 

(7)  Right  of  first  refusal. — The  proposed  regulations  prohibit  a 
leveraged  ESOP  from  acquiring,  with  the  proceeds  of  a  loan,  employer 
stock  subject  to  a  right  of  first  refusal.  Because  the  shareholders  of 
many  corporations  (especially  smaller  businesses)  believe  that  a  right 
of  first  refusal  is  necessary  to  protect  their  interests,  the  Congress 
believes  that  the  prohibition  will  have  a  chilling  effect  upon  the 
establishment  of  ESOPs  and  should  not  be  proscribed. 

(8)  Treatment  of  sale  as  redemption. — Under  the  proposed  regula- 
tions, the  sale  of  stock  by  a  corporate  shareholder  to  the  corporation's 
ESOP  could,  depending  upon  the  facts  and  circumstances,  be  treated 
as  a  redemption  of  the  stock  by  the  corporation.  If  the  sale  is  treated 
as  a  redemption,  the  proceeds  of  the  sale  could  be  considered  dividend 
income  rather  than  capital  gain.  The  Congress  believes  if  such  a  rule 
is  authorized  and  proper,  its  application  should  not  be  restricted  to 
ESOPs  and  should  be  applied  only  where  the  stock  sold  by  the  share- 
holder inures  to  his  benefit  (or  the  benefit  of  related  parties)  under 
the  plan. 

(9)  Nonvoting  cotnmon  stocky  etc. — The  proposed  regulations  im- 
pose special  rules  on  ESOPs  which  limit  the  extent  to  which  the  plan 
can  acquire  employer  securities,  other  than  voting  common  stock  with 
unrestricted  dividend  rights,  with  the  proceeds  of  a  loan.  (The  Tax 
Reduction  Act  of  1975  does  not  allow  the  additional  investment  credit 
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for  nonvoting  employer  stock.)  The  Congress  believes  that  the  usual 
rules  applicable  to  employee  plans  properly  protect  the  interests  of 
plan  participants  and  that  these  special  rules  are  not  needed. 

(10)  Prepayment  penalty. — The  proposed  regulations  specifically 
prohibit  any  loan  made  to  an  ESOP  from  containing  a  provision  for 
a  prepayment  penalty.  The  Congress  believes  that  the  question  of  such 
penalties  should  be  a  matter  of  negotiation  between  the  ESOP  and  the 
lender  and  that  prepayment  penalties  should  not  be  prohibited  in  all 
cases.  (They  should  not  be  allowed  of  course  if,  for  example,  payment 
of  a  penalty  would  be  imprudent.) 

(11)  No  calls  or  other  options. — The  proposed  regulations  prohibit 
stock  acquired  with  an  ESOP  loan  from  being  subject  to  any  calls  or 
options  (other  than  the  put  option  described  in  (2)  above) .  There  is  no 
provision  for  restrictions  which  may  be  required  by  State  or  Federal 
law.  The  Congress  believes  that  in  the  limited  situation  where  restric- 
tions are  imposed  by  law,  stock  in  an  ESOP  should  be  permitted  to 
have  restrictions  necessary  to  comply  with  the  law. 

(12)  Comparability. — The  proposed  regulations  do  not  permit  an 
ESOP  and  another  plan  to  be  considered  a  single  plan  for  purposes  of 
determining  whether  the  plans  meet  the  anti-discrimination  require- 
ments of  the  tax  law.  Although  the  Congress  agrees  that  an  ESOP  and 
another  type  of  plan  should  not  be  considered  a  single  plan  for  this 
purpose,  the  Congress  believes  that  this  rule  should  not  be  applied  to 
disqualify  a  plan  already  in  existence  and  that  two  or  more  ESOPs 
can  be  considered  as  a  single  plan  in  testing  the  coverage  and  con- 
tributions or  benefits  under  the  plans. 

As  stated  in  the  Report  of  the  Senate  Finance  Committee  on  the 
bill,  an  ESOP  is  designed  to  "build  equity  ownership  of  shares  in 
the  employer  corporation  into  its  employees  substantially  in  propor- 
tion to  their  relative  incomes.-'  (S.  Kept.  No.  94-938,  p.  180.)  The 
Congress  understands  that,  under  the  proposed  regulations,  an  ESOP 
could  be  integrated  with  the  social  security  system  so  that  employer 
stock  would  not  be  allocated  to  employees  substantially  in  proportion 
to  their  compensation.  The  Congress  believes  that  social  security  inte- 
gration is  Jiot  coT^sistent  with  the  purposes  of  an  ESOP.  The  Con- 
gress believes,  however,  that  a  prohibtion  on  integration  should  not 
apply  to  ESOPs  which  are  now  integrated. 

(13)  Inferences. — Although  the  Congress  has  commented  on  the 
merits  of  the  proposed  regulations,  these  comments  should  not  be 
taken  as  inferring  approval  or  disapproval  of  the  provisions  not  com- 
mented upon. 

(c).  Study  of  Expanded  Stock  Ownership 

The  Act  changes  the  name  of  the  existing  Joint  Pension  Task 
Force  to  the  Joint  Pension,  Profit-sliaring  and  Employee  Stock  Owner- 
ship Plan  Task  Force,  and  provides  that  the  Task  Force  is  to  study 
employee  stock  ownership  plans.  The  Task  Force,  which  may  con- 
sult others  who  have  information  concerning:  employee  stock  owner- 
ship plans,  is  to  report  its  findings  to  the  Committee  on  Ways  and 
Means  and  the  Connnittee  on  Education  and  Labor  of  the  House  and 
the  Connnittee  on  Finance  and  Committee  on  Labor  and  Public  Wel- 
fare of  the  Senate  by  March  31, 1978. 
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Sec.  804.  Investment  Credit  for  Movie  and  Television  Films 

Prior  to  1971,  it  was  not  clear  whether  (and  if  so,  under  what  con- 
ditions) the  investment  credit  was  available  for  movie  or  television 
films.  However,  a  court  case  had  held  that  movie  films  were  tangible 
personal  property  eligible  for  the  investment  credit.  During  the  legis- 
lative consideration  of  the  Revenue  Act  of  1971,  it  was  made  clear  that 
motion  pictures  and  television  films  are  to  be  treated  as  tangible  per- 
sonal property  which  is  eligible  for  the  investment  credit  (i.e.,  section 
38  property) .  However,  this  issue  is  still  being  litigated  for  years  prior 
to  1971,  and  there  are  still  a  number  of  unsettled  issues,  such  as  how  to 
determine  the  useful  life  of  a  film,  the  basis  on  which  the  credit  is  to  be 
computed,  and  how  to  determine  whether  there  has  been  a  predominant 
foreign  use  of  the  film. 

The  Act  provides  that  for  the  future,  as  a  general  rule,  taxpayers 
sonal  property  which  is  eligible  for  the  investment  credit  (i.e.,  section 
will  receive  two-thirds  of  a  full  investment  credit  for  all  their  films 
regardless  of  the  actual  useful  life  of  any  particular  film.  For  the  past, 
taxpayers  may  elect  to  take  a  40-percent  compromise  credit  for  all  of 
their  films,  regardless  of  the  actual  useful  life  or  foreign  use  of  any 
particular  film.  Alternatively,  taxpayers  may  determine  their  invest- 
ment credit  on  a  film-by-film  basis. 

The  Act  permits  participations  to  be  included  in  the  credit  base  of 
an  80  percent  or  more  U.S.  produced  film,  but  not  in  excess  of  (a)  $1 
million  with  respect  to  any  one  individual  for  any  one  film  and  (b)  not 
in  excess  of  the  lesser  of  (i)  25  percent  of  participations  qualifying 
under  rule  (a)  or  (ii)  121/^  percent  of  the  production  costs  of  the 
taxpayer's  films  for  the  year.  In  addition,  any  taxpayer  who  filed  a 
petition  in  a  court  by  January  1, 1976,  may  have  his  investment  credit 
for  prior  years  determined  under  present  law  (rather  than  under  the 
rules  of  the  Act)  if  he  elects  present  law  treatment  within  90  days  after 
the  date  of  enactment  (October  4,  1976). 

The  rule  for  the  future  applies  generally  to  films  placed  in  service 
in  taxable  years  beginning  after  December  31, 1974,  but  taxpayers  may 
elect  this  rule  for  all  of  their  property  described  in  section  50  and 
placed  in  service  in  taxable  years  beginning  before  January  1,  1975. 

Sec.  805.  Investment  Tax  Credit  for  Certain  Vessels 

Under  present  law,  the  tax  on  income  deposited  into  a  capital  con- 
struction fund  (established  under  section  21  of  the  Merchant  Marine 
Act  of  1970)  for  the  construction  of  certain  vessels  is  deferred.  When 
the  funds  are  withdrawn  to  purchase  a  qualified  vessel,  there  is  no  tax 
basis  in  the  purchased  vessel  to  the  extent  of  the  withdrawal.  Under 
prior  law,  this  reduced  the  amount  of  investment  credit  available  on 
the  purchased  vessel. 

The  Act  provides  for  an  investment  credit  of  one-half  the  regular 
credit  on  the  tax-deferred  amounts  withdrawn  from  the  capital  con- 
struction fund  which  are  used  to  purchase  qualified  vessels.  In  addition. 
Congress  intends  that  taxpayers  are  to  have  the  right  to  obtain  a  court 
determination  as  to  whether  they  are,  under  already  existing  law,  also 
eligible  for  the  other  one-half  of  the  regular  investment  credit.  Also, 
it  is  intended  that  no  inferences  be  drawn  either  way  on  this  issue  from 
the  action  taken  in  this  Act. 
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If  a  taxpayer  claims  the  full  investment  credit  on  its  tax  return  it 
is  expected  that  the  Internal  Revenue  Service  will  provide,  by  regula- 
tions, procedures  which  will  require  the  taxpayer  to  mclicate  on  its  re- 
turn that  the  full  investment  credit  is  being  claimed.  This  will  alert 
the  Internal  Revenue  Service  to  the  position  taken  by  the  taxpayer 
on  this  point.  If  the  IRS  asserts  a  deficiency  in  this  case,  the  taxpayer 
has  the  option  of  pursuing  its  claim  for  the  full  credit  m  the  1  ax 
Court.  In  addition,  the  taxpayer  may  file  a  claim  for  a  refund  which 
will  allow  the  taxpayer  to  pursue  its  claim  with  the  Court  of  Claims 
or  in  the  District  ('ourts.  n  j.      i        j 

Where  a  taxpayer  purchases  a  ship  with  borrowed  funds  and  uses 
the  capital  construction  fund  to  pay  off  the  indebtedness  there  ini- 
tially will  be  allowed  a  full  investment  credit  and  then  subsequently, 
there  is  to  be  a  recapture  of  no  more  than  50  ]3ercent  of  the  amount  of 
the  investment  credit  taken  on  the  purchase  price  of  the  ship  repre- 
senting the  indebtedness  which  is  being  liquidated  with  tax  deferred 
amounts  from  the  capital  construction  fund.  oi    m^K 

The  Act  applies  to  taxable  years  beginning  after  December  ^1,  1975. 
This  is  not  intended  to  provide  any  inference  about  the  application  of 
existing  law  with  respect  to  the  availability  of  the  credit  for  prior  (as 
well  as  future)  years. 

Sees.  806  (a)-(d).  Additional  Net  Operating  Loss  Carryover  Years 
and  Carryback  Election 
Prior  law  provided  that  taxpayers  were  generally  allowed  to  carry 
a  business  net  operating  loss  back  to  the  preceding  3  years  and  forward 
to  the  5  years  following  the  year  of  the  loss.  Different  carryback  and 
caiTyover  periods  are  allowed  for  certain  specific  types  of  taxpayers 
and  certain  types  of  losses. 

The  Act  provides  two  additional  carryover  years  for  business  tax- 
payers in  general  and  insurance  companies  (making  a  7-year  carry- 
over), as  well  as  for  regulated  transportation  corporations  (making  a 
9-year  carryover) .  In  addition,  all  taxpayers  presently  entitled  to 
carryback  periods  for  their  net  operating  losses  may  elect  to  forego 
the  entire  cari^back  period  for  a  net  operating  loss  in  any  taxable 
year.  These  provisions  apply  to  net  operating  losses  incurred  in  tax 
years  ending  in  1976  or  later. 
Sec.  806(e).  Limitations  on  Net  Operating  Loss  Carryovers 

Present  law  provides  that  where  new  owners  buy  over  50  percent 
of  the  stock  of  a  loss  corporation  during  a  2-year  period,  its  loss  carry- 
overs from  prior  years  are  allowed  in  full  if  the  company  continues  to 
conduct  its  prior  trade  or  business.  It  may  add  or  begin  a  new  business, 
however,  and  apply  loss  carryovers  incurred  by  the  former  owners 
against  profits  from  the  new"  business  (unless  tax  avoidance  is  the 
principal  purpose  for  the  acquisition).  If  the  same  business  is  not 
continued,  however,  loss  carryovers  are  completelv  lost.  In  the  case  of 
a  tax-free  reorganization,  loss  carryovers  are  allowed  on  a  declining 
scale.  If  the  fonner  owners  of  the  loss  company  receive  20  percent  or 
more  of  the  value  of  the  stock  of  the  acquiring  company,  the  loss 
carryovers  are  allowed  in  full.  For  each  percentage  point  less  than  20 
which  the  fonner  owners  receive,  the  loss  carryover  is  reduced  by  5 
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percentage  points.  It  is  immaterial  whether  the  business  of  the  loss 
company  is  continued  after  the  reorganization. 

The  Act  provides  parallel  rules  for  taxable  acquisitions  and  tax- 
free  acquisitions  of  a  loss  company.  The  test  for  carryovers  no  longer 
depends  on  whether  the  loss  company  continues  its  same  trade  or  busi- 
ness. The  required  continuity  of  ownership  by  the  former  owners  of 
a  loss  company  is  increased  to  40  percent.  For  each  percentage  point 
less  than  40  which  the  owners  of  the  loss  company  receive  (or  retain) , 
the  allowable  loss  carryover  is  reduced  by  3i/^  percentage  points  except 
that  for  each  percentage  point  less  than  20,  the  allowable  loss  carry- 
over is  reduced  by  li/^  percentage  points.  The  continuity  of  owner- 
ship requirements  are  measured  by  reference  to  the  ownership  by 
the  former  owners  of  a  loss  company  of  the  lesser  of  "pai-ticipating 
stock"  of  the  loss  company  (or,  in  the  case  of  a  reorganization,  of  the 
acquiring  company)  or  of  the  fair  market  value  of  all  the  stock  of 
that  company.  These  rules  apply  both  where  new  owners  take  over 
a  loss  company  in  a  taxable  purchase  of  stock  and  in  a  tax? -free  re- 
organization. 

Several  technical  revisions  are  also  made  to  the  present  rules  for 
purchases  of  stock  of  a  loss  company : 

(1)  The  transactions  which  trigger  the  loss  limitations  are 
expanded  to  cover  several  technical  gaps  in  present  law,  such 
as  cases  where  a  new  investor  acquires  control  in  a  tax-free 
section  351  exchange,  or  acquires  a  partnership  interest  directly 
from  a  partnership  (as  well  as  from  other  partners)  which  owns 
stock  in  the  loss  corporation. 

(2)  The  group  of  new  owners  whose  stock  ownership  causes 
a  reduction  in  loss  carryovers  is  increased  from  10  to  15  persons. 

(3)  The  period  during  which  taxable  purchases  of  a  loss  com- 
pany's stock  may  bring  the  limitations  into  play  is  increased 
from  2  to  3  years. 

(4)  The  losses  affected  by  the  limitations  are  broadened  to  in- 
clude operating  losses  in  the  acquisition  year  itself  (under  certain 
conditions). 

Exceptions  are  made  from  the  new  purchase  rules  for  start-up  losses 
of  a  newly  formed  corporation,  exchanges  in  which  creditors  of  a 
financially  troubled  company  take  over  the  equity,  recapitalizations 
of  a  corporation,  and  acquisitions  of  employer  stock  by  key  employees 
or  by  a  qualified  profit-sharinij-  plan  or  employee  stock  ownership 
plan.  Acquisitions  of  stock  by  gift  or  inheritance  are  also  excepted. 

In  the  case  of  tax-free  reorganizations,  the  former  owners  of  a  loss 
company  must  receive  a  participating  stock  interest  in  the  acquiring 
company  (most  types  of  limited  preferred  stock  will  not  be  sufficient). 
The  loss  limitations  can  no  longer  be  escaped  by  using  a  controlled 
subsidiary  of  a  profit  company  to  acquire  a  loss  company.  The  loss 
limitations  will  also  now  apply  to  stock-for-stock  ("B")  reorganiza- 
tions. The  common  ownership  exception  in  prior  law  is  revised  so  that 
this  iiile  will  operate  in  a  more  realistic  fashion. 
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The  Act  changes  the  definition  of  "stock"  in  prior  law  in  order  to 
limit  the  exception  for  certain  kinds  of  preferred  stock  to  fixed- 
dividend  stock  which  is  not  convertible  into  other  stock  and  the  re- 
demption and  liquidation  rights  of  which  are  limited  generally  to 
paid-in  capital  or  par  value. 

In  order  to  allow  a  reasonable  time  for  the  Internal  Revenue  Service 
to  issue  regulations  under  the  new  rules,  the  Act  delays  the  effective 
date  of  the  new  rules  generally  for  one  year.  The  new  rules  apply 
to  reorganizations  pursuant  to  plans  adopted  by  one  or  more  of  the 
parties  on  or  after  January  1,  1978.  (A  reorganization  plan  will  be 
considered  adopted  on  the  date  the  board  of  directors  adopts  the  plan 
or  recommends  its  adoption  to  the  shareholders  or  on  the  date  the 
shareholders  approve  the  plan,  whichever  is  earlier.)  If  the  new  limi- 
tations affect  a  reorganization  occurring  in  1978,  net  operating  loss 
carryovers  to  1977  from  earlier  years  will  not  be  affected  by  the  new 
rules,  but  carryovers  of  such  losses  to  1978  and  later  years  may  be 
limited.  A  loss  occurring  in  1977  may  also  be  limited  as  a  carryover  to 
1978  and  later  years. 

In  the  case  of  purchases  of  stock  of  a  loss  company  and  other 
acquisitions  subject  to  new  sec.  382(a),  the  new  rules  take  effect  for 
taxable  years  of  a  loss  corporation  beginning  after  June  30,  1978. 
However,  the  "lookback"  period  under  these  rules  may  be  to  earlier 
taxable  years.  The  earliest  lookback  point,  however,  is  January  1, 1978. 
For  example,  section  382(a)  as  amended  will  take  effect  for  a  calendar 
year  corporation  during  calendar  1979.  The  first  "lookback"  period  for 
a  calendar  year  corporation  under  the  new  rules  will  be  a  transitional 
24-month  period  from  December  31,  1979,  back  to  January  1,  1978. 
When  the  new  rules  become  fully  effective,  the  lookback  period  will 
cover  three  years,  so  that  for  a  corporation  whose  taxable  year  ends 
on  December  31,  1980,  reference  will  be  made  back  to  the  first  day  of 
that  year  and  then  back  to  January  1,  1979,  and  then  to  January  1, 
1978. 

In  this  example,  the  prior  rules  of  section  382(a)  will  govern  the 
allowance  of  loss  carryovers  of  the  company  to  its  calendar  years  1977 
and  1978.  The  new  rules  will  govern  loss  carryovers  from  1978  and 
earlier  years  to  1979  and  later  years.  Although  the  new  rules  will  thus 
not  actually  limit  carryovers  in  this  example  until  1979,  the  new  limi- 
tations will  affect  loss  carryovers  to  1979  from  earlier  years.  Also, 
changes  in  stock  ownership  occurring  during  1978  will  be  taken  into 
account  as  part  of  the  lookback  period  from  December  31,  1979,  for 
purposes  of  testing  loss  carryovers  to  1979  and  later  years. 

Sec.  807.  Small  Commercial  Fishing  Vessel  Construction  Reserves 

Under  prior  law,  domestic  shipping  vessels  were  required  to  be  5 
net  tons  or  more  to  be  eligible  for  the  capital  construction  fund.  The 
Act  reduces  the  minimum  weight  displacement  required  for  capital 
construction  fund  eligibility  to  2  net  tons  or  more,  effective  upon  the 
date  of  enactment  (October  4, 1976) . 


TITLE  IX—SMALL  BUSINESS  PROVISIONS 

Sec.  901.  Extension    of    Certain    Corporate    Income    Tax    Rate 
Reductions 

Prior  to  the  1975  Tax  Reduction  Act,  corporate  taxable  income  was 
subject  to  a  22-percent  normal  tax  and  a  26-percent  surtax,  with  a  sur- 
tax exemption  of  $25,000.  The  Tax  Reduction  Act  and  the  Revenue 
Adjustment  Act  increased  the  surtax  exemption  to  $50,000  and  reduced 
the  normal  tax  to  20  percent  on  the  first  $25,000  of  taxable  income. 
This  results  in  a  20-percent  rate  on  the  first  $25,000  of  income,  a  22- 
percent  rate  on  the  next  $25,000  of  income  and  a  48-percent  rate  on 
the  income  in  excess  of  $50,000.  These  provisions  expired  on  July  1, 
1976. 

The  Act  extends  the  reduction  in  corporate  tax  rates  and  the  increase 
in  the  surtax  exemption  through  December  31, 1977,  and  applies  these 
reduced  rates  to  mutual  insurance  companies  effective  for  taxable 
years  ending  after  December  31, 1974. 

Sec.  902(a).  Change  in  Number  of  Subchapter  S  Shareholders 

Under  prior  law,  a  corporation  was  required  to  have  10  or  fewer 
shareholders  in  order  to  be  eligible  to  elect  and  maintain  subchapter  S 
treatment. 

Under  the  Act,  15  shareholders  are  allowed  after  the  corporation 
has  elected  subchapter  S  treatment  for  5  consecutive  taxable  years.  In 
addition,  a  corporation  may  have  up  to  15  shareholders  during  this 
5-year  period  if  the  additional  shareholders  have  acquired  their  inter- 
ests through  inheritance.  This  provision  is  effective  for  taxable  years 
beginning  after  December  31, 1976. 

Sec.  902(b).  Distributions  by  Subchapter  S  Corporations 

Under  present  law,  the  shareholders  of  a  subchapter  S  corpora- 
tion are  taxed  each  year  on  the  income  of  the  corporation  regardless 
of  whether  the  income  is  distributed  to  the  shareholders.  The  un- 
distributed taxable  income  may  be  subsequently  distributed  tax-free 
to  the  shareholders.  However,  an  earnings  and  profits  rule  (concern- 
ing accelerated  depreciation)  generally  applicable  to  corporations 
may  cause  a  distribution  to  be  a  taxable  dividend  rather  than  a  distri- 
bution of  previously  taxed  income. 

The  Act  allows  a  subchapter  S  corporation's  previously  taxed  in- 
come to  be  distributed  to  the  shareholders  tax  free  even  though,  as  a 
result  of  accelerated  depreciation,  the  corporation  has  undistributed 
earnings  and  profits.  This  provision  is  effective  for  taxable  years  be- 
ginning after  December  31, 1975. 

Sec.  902(c).  Additional   Changes  in  Subchapter  S  Rules 

Under  prior  law,  a  trust  could  not  be  a  shareholder  in  a  subchapter 
S  corporation.  Also,  a  husband  and  wife  are  treated  as  one  share- 
holder where  the  stock  is  community  property  or  held  jointly  by  them, 
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but  the  estate  of  a  deceased  spouse  was  treated  as  a  separate  share- 
holder. All  shareholders  must  consent  to  an  election  or  revocation  of 
subchapter  S  status.  However,  a  subchapter  S  election  would  be  termi- 
nated if  any  new  shareholder  failed  to  consent  to  the  election,  gen- 
erally within  a  period  of  30  days. 

The  Act  provides  that  where  either  husband  or  wife,  or  both,  die, 
the  estate  of  the  deceased  will  be  treated  as  one  shareholder  with  the 
surviving  spouse  (or  her  estate)  if  husband  and  wife  were  treated 
as  one  shareholder  while  both  were  living  and  the  stock  continues  to 
be  held  in  the  same  proportions  as  before  death.  In  addition,  grantor 
trusts  and  voting  trusts  are  to  be  eligible  shareholders ;  and,  any  type 
of  trust  which  receives  stock  under  a  will  is  to  ^e  an  eligible  share- 
holder, but  only  for  a  period  of  60  days.  Finally,  a  subchapter  S  elec- 
tion will  not  be  terminated  unless  a  new  shareholder  affirmatively 
refuses  to  consent  to  the  election  within  60  days.  These  provisions  are 
effective  for  tax  years  beginning  after  December  31,  1976. 


TITLE  X— CHANGES  IN  THE  TREATMENT  OF  FOREIGN 

INCOME 

Part  I — Foreign  Tax  Provisions  Affecting  Individuals  Abroad 

Sec.  1011.  Income  Earned  Abroad  by  U.S.  Citizens  Living  or  Re- 
siding Abroad 

Under  prior  law,  U.S.  citizens  workino;  abroad  could  exclude  from 
their  income  up  to  $20,000  of  earned  income  ($25,000  in  some  cases). 
U.S.  citizens  could  also  claim  credit  directly  against  U.S.  tax  for  the 
foreign  taxes  paid  on  the  excluded  earned  income. 

The  Act  retains  the  earned  income  exclusion  subject  to  the  follow- 
ing modifier  tions :  (1)  the  earned  income  exclusion  is  limited  to  $20,000 
for  all  employees  of  U.S.  charitable  organizations  and  is  reduced  to 
$15,000  for  all  other  taxpayers;  (2)  foreign  taxes  paid  on  income 
which  is  eligible  for  the  exclusion  are  not  allowed  as  a  foreign  tax 
credit  against  U.S.  income  tax ;  (3)  income  derived  beyond  the  income 
eligible  for  exclusion  is  subject  to  U.S.  tax  at  the  higher  rate  brackets 
which  would  apply  if  the  excluded  income  were  also  subject  to  tax ; 
and  (4)  income  earned  abroad  which  is  received  outside  of  the  country 
in  which  earned  in  order  to  avoid  tax  in  that  country  is  not  eligible 
for  the  exclusion.  Under  the  Act,  a  taxpayer  may  make  a  permanent 
election  not  to  have  the  earned  income  exclusion  apply  in  the  year  of 
the  election  and  all  subsequent  years.  The  provision  applies  to  taxable 
years  beginning  after  December  31.  1975. 

Sec.  1012,  Income  Tax  Treatment  of  Nonresident  Alien  Individ- 
uals Who  Are  Married  to  Citizens  or  Residents  of 
the  United  States 

Under  prior  law,  a  joint  return  could  not  be  made  by  a  husband  and 
wife  if  either  one  of  them  at  any  time  during  the  taxable  year  was  a 
nonresident  alien.  If  a  husband  and  wife  were  subject  to  community 
property  rules,  one-half  of  the  earned  income  of  one  spouse  would  be 
treated  as  being  the  income  of  the  other  spouse  and  not  subject  to  U.S. 
taxation  if  the  other  spouse  were  a  nonresident  alien  and  if  the  income 
were  from  foreign  sources. 

The  Act  provides  that  a  U.S.  citizen  or  resident  married  to  a  non- 
resident alien  is  allowed  to  file  a  joint  return  provided  that  an 
election  is  made  by  both  individuals  to  be  taxed  on  their  worldwide 
income.  Where  the  election  to  be  taxed  on  worldwide  income  is  not 
made,  certain  community  property  laws  are  to  be  made  inapplicable 
for  income  tax  purposes.  In  addition,  a  modification  is  made  to  the 
general  requirement  that  nonresident  aliens  file  estimated  tax  I'eturns 
by  April  15  of  the  year  in  question,  in  those  cases  where  they  have  until 
June  15  to  file  the  income  tax  return  for  the  previous  year.  The  Act 
provides  that  in  the  case  of  nonresident  alien  individuals  not  subject 
to  wage  withholding,  the  due  date  for  filing  the  estimated  tax  return 
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is  not  to  be  any  earlier  than  the  due  date  for  the  tax  return  for  the 
previous  year.  The  provision  applies  to  taxable  years  beginning  after 
December  31,  1976,  except  that  individuals  are  allowed  to  file  joint 
returns  with  nonresident  aliens  for  taxable  years  ending  on  or  after 
December  31, 1975. 

Sec.  1013.  Foreign  Trusts  Having  One  or  More  United  States 
Beneficiaries  To  Be  Taxed  Currently  to  Grantor 

Under  prior  law,  a  trust  was  taxed  in  a  manner  similar  to  nonresi- 
dent alien  individuals  if  it  were  considered  to  be  a  foreign  trust.  Such 
a  trust  was  not  taxed  on  its  foreign  source  income,  but  distributions 
to  a  U.S.  taxpayer  from  a  foreign  trust  were  taxed  basically  in  the 
same  manner  as  distributions  from  a  domestic  trust.  A  foreign  trust 
created  by  a  U.S.  person  was  required  to  include  capital  gains  without 
the  section  1202  deduction  in  distributable  net  income;  however,  the 
beneficiary  was  entitled  to  the  section  1202  deduction. 

Under  the  Act,  a  U.S.  person  who  transfers  property  to  a  foreign 
trust  is  treated  as  the  owner  of  that  property  and  taxed  currently 
for  each  taxable  year  during  which  that  trust  has  a  U.S.  beneficiary. 
In  addition,  all  foreign  trusts  must  include  capital  gains  without  the 
section  1202  deduction  in  distributable  net  income.  However,  the  un- 
distributed net  income  remaining  as  of  December  31,  1975,  will  be  re- 
determined with  the  section  1202  deduction.  The  provision  does  not 
apply  to  employee  trusts  described  in  Code  section  404(a)(4).  The 
provision  applies  to  taxable  years  ending  after  December  31, 1975,  but 
only  for  trusts  created  after  May  21,  1974,  and,  in  the  case  of  existing 
trusts,  to  property  transferred  after  May  21, 1974.  However,  the  provi- 
sion dealing  with  capital  gains  of  foreign  trusts  applies  to  taxable 
years  ending  after  December  31, 1975. 

Sec.  1014.  Interest  Charge  on  Accumulation  Distributions  From 
Foreign  Trusts 

Under  prior  law,  there  was  no  interest  charge  on  accumulation 
distributions  from  a  foreign  trust.  The  Act  imposes  an  interest  charge 
in  the  form  of  an  additional  tax  on  beneficiaries  receiving  taxable 
accumulation  distributions  from  foreign  trusts.  The  additional  tax  is 
6  percent  of  the  tax  otherwise  imposed  with  respect  to  the  distribution 
for  the  average  number  of  years  during  which  the  amounts  were 
earned.  No  charge  is  imposed  for  the  period  before  January  1,  1977. 
The  provision  applies  to  taxable  years  beginning  after  December  31, 
1976. 

Sec.  1015.  Excise  Tax  on  Transfers  of  Property  to  Foreign  Per- 
sons To  Avoid  Federal  Income  Tax 

Under  prior  law,  an  excise  tax  of  271/2  percent  was  imposed  on  the 
amount  of  the  appreciation  of  stock  or  securities  transferred  to  foreign 
entities.  The  Act  increases  the  excise  tax  to  35  percent  on  the  amount  of 
the  imrecognized  appreciation  of  all  property  transferred  to  foreign 
entities.  An  election  to  recognize  gain  in  lieu  of  paying  the  excise  tax 
is  provided.  The  provision  applies  to  transfers  made  after  October  2, 
1975. 
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Part  II — Amendments  Affecting  Tax  Treatment  of  Controlled 
Foreign  Corporations  and  Their  Shareholders 

Sec.  1021.  Amendment  of  Provision  Relating  to  Investment  in  U.S. 
Property  by  Controlled  Foreign  Corporations 

A  U.S.  shareholder  of  a  controlled  foreign  corporation  is  taxed  on 
the  undistributed  earnings  and  profits  of  the  corporation  to  the  extent 
of  the  annual  increase  of  its  investment  in  U.S.  property.  Under  prior 
law,  investment  in  U.S.  property  included  the  acquisition  by  a  con- 
trolled foreign  corporation  of  any  tangible  property  located  in  the 
United  States,  or  stock  of  a  domestic  corporation  or  obligations  of  a 
U.S.  person  (even  though  unrelated  to  the  investor). 

The  Act  excepts  from  the  definition  of  U.S.  property  (1)  stock  or 
debt  of  a  domestic  corporation  (other  than  a  U.S.  shareholder)  which 
is  not  25  percent  owned  by  the  U.S.  shareholders,  and  (2)  movable 
drilling  rigs  when  used  on  the  U.S.  continental  shelf.  The  provision 
applies  to  taxable  years  of  foreign  corporations  beginning  after 
December  31,  1975. 

Sec.  1022.  Repeal  of  Exclusion  for  Earnings  of  Less-Developed 
Country  Corporations  for  Purposes  of  Section  1248 

The  Act  repeals  the  exclusion  from  dividend  treatment  provided 
under  prior  law  for  sales  or  exchanges  of  stock  in  less-developed  coun- 
try corporations.  However,  the  exclusion  still  applies  to  earnings 
accumulated  before  January  1,  1976,  whether  or  not  the  corporation 
remains  a  less-developed  country  corporation.  The  provision  applies 
to  taxable  years  beginning  after  December  31, 1975. 

Sec.  1023.  Exclusion  From  Subpart  F  of  Certain  Earnings  of  In- 
surance Companies 

The  Act  adds  an  exception  to  the  rules  of  present  law  subjecting  to 
current  taxation  (under  subpart  F)  the  tax  haven  income  of  foreign 
subsidiaries  of  U.S.  corporations.  The  exception  applies  to  dividends 
and  interest  income  and  gains  from  the  sale  or  exchange  of  stock  or 
securities  by  an  insurance  company  in  an  amount  equal  to  one-third  of 
the  company's  premium  income.  The  provision  applies  to  taxable  years 
of  foreign  corporations  beginning  after  December  31, 1975,  and  to  tax- 
able years  of  U.S.  shareholders  within  which  or  with  which  the  tax- 
able years  of  such  foreign  corporations  end. 

Sec.  1024.  Shipping  Profits  of  Foreign  Corporations 

Under  prior  law,  tax  haven  income  subject  to  current  taxation  in- 
cluded base  company  shipping  income,  except  to  the  extent  reinvested 
in  shipping  assets.  Under  the  Act,  shipping  operations  within  one 
country  are  excluded  from  base  company  income  if  the  company's 
ships  are  registered  within  that  country  and  the  company  is  incorpo- 
rated there.  The  provision  applies  to  taxable  years  of  foreign  corpora- 
tions beginning  after  December  31, 1975,  and  to  taxable  years  of  U.S. 
shareholders  within  which  or  with  which  such  taxable  years  of  the 
foreign  corporations  end. 
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Part  III— Amendments  Affecting  Treatment  of  Foreign  Taxes 

Sec.  1031.  Requirement  That  Foreign  Tax  Credit  Be  Determined 
on  Overall  Basis 

Under  prior  law,  the  foreign  tax  credit  limitation  could  be  deter- 
mined on  either  a  per-coimtry  or  an  overall  basis  (the  taxpayer  had  to 
elect  the  latter).  The  Act  repeals  the  per-coimtry  limitation  and  re- 
quires that  all  taxpayers  detemiine  their  foreign  tax  credit  limitation 
on  the  overall  basis.  Special  transitional  rules  are  provided  for  tax- 
payers previously  on  the  per-country  limitation  to  permit  the  carry- 
over of  some  excess  credits  from  per-country  years  to  overall  years. 
The  provision  applies  to  taxable  years  beginning  after  December  31, 
1975.  In  the  case  of  certain  mining  companies,  the  effective  date  is 
delayed  for  3  vears.  Losses  sustained  by  these  mining  companies 
during  the  period  that  they  are  permitted  to  use  the  per-country 
limitation  are  subject  to  recapture  on  a  per-country  limitation  basis 
if  foreign  source  income  is  earned  in  future  years.  Further,  with 
respect  to  income  from  sources  within  a  possession,  the  repeal  of  the 
per-country  limitation  is  also  delayed  for  a  three-year  period,  subject 
to  recapture  on  a  per-country  basis. 

Sec.  1032.  Recapture  of  Foreign  Losses 

Under  prior  law,  foreign  losses  generally  reduced  U.S.  tax  on  U.S. 
source  income  by  decreasing  the  worldwide  taxable  income  on  which 
the  U.S.  tax  was  based.  In  addition,  when  the  business  operations  in  the 
loss  country  (or  countries)  became  profitable,  a  credit  against  U.S. 
tax  was  allowed  for  taxes  paid  to  that  country  (or  countries)  without 
any  recapture  of  the  prior  benefits  (except  in  the  case  of  foreign  oil- 
related  losses  which  were  subject  to  recapture). 

To  reduce  these  advantages,  the  Act  extends  the  recapture  pro- 
visions to  all  foreign  losses.  The  Act  requires  that  in  cases  where  a 
loss  from  foreign  operations  reduces  U.S.  tax  on  U.S.  source  income, 
the  tax  benefit  derived  from  the  deduction  of  these  losses  is  to  be 
recaptured  by  the  United  States  if  the  company  subsequently  derives 
income  from  abroad.  In  general,  the  recapture  is  accomplished  by 
treating  a  portion  of  foreign  income  which  is  subsequently  derived 
as  income  from  domestic  sources.  The  amount  of  the  foreign  income 
which  is  to  be  treated  as  income  from  domestic  sources  in  a  subsequent 
year  is  limited  to  the  lesser  of  the  amount  of  the  loss  (to  the  extent 
that  the  loss  has  not  been  recaptured  in  prior  taxable  years)  or  50 
percent  of  the  foreign  taxable  income  for  that  year,  or  such  larger 
percent  as  the  taxpayer  may  choose.  The  proportionate  foreign  tax 
credit  disallowance  rale  applicable  to  foreign  oil-related  losses  is 
repealed. 

The  provision  applies  to  losses  sustained  in  taxable  years  begin- 
nino;  after  December  31,  1975.  It  is  not  applicable  to  a  loss  from  the 
disposition  of  a  debt  obligation  of  a  foreign  government  issued  before 
INIay  14,  1976,  for  property  located  in  that  country,  or  to  a  loss 
suffered  subsequent  to  the  effective  date  but  attributable  to  an  eco- 
nomic loss  (worthlessness  of  stock  or  debt)  which  actually  occurred 
prior  to  the  effective  date. 
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Sec.  1033.  Gross  up  of  Dividends  From  Less-Developed  Country 
Corporations 

The  Act  repeals  the  rule  provided  in  prior  law  under  which  divi- 
dends from  less-developed  country  corporations  were  not  grossed-up 
reduced  proportionately.  In  general,  this  provision  applies  for  taxable 
deemed-paid  foreign  tax  credits  attributable  to  those  dividends  were 
reduced  proportionately.  In  general,  this  provision  applies  for  taxable 
years  beginning  after  December  31, 1975. 

Sec.  1034.  Treatment  of  Capital  Gains  for  Purposes  of  Foreign 
Tax  Credit 

The  rules  under  prior  law  as  to  the  netting  of  long-term  and  short- 
term  gains  and  losses  in  cases  where  some  gains  or  losses  are  U.S. 
source  while  others  are  foreign  source  were  unclear.  Also,  the  for- 
eign tax  credit  limitations  were  not  adjusted  to  reflect  the  lower 
tax  rate  on  capital  gains  income  received  by  corporations.  The  foreign 
tax  credit  could  be  inflated  because  the  source  of  capital  gain  income 
is  determined  by  the  place  of  the  sale  of  the  asset,  regardless  of  where 
used.  Under  the  Act,  the  following  modifications  in  the  foreign  tax 
credit  limitation  are  made:  (1)  net  U.S.  capital  losses  offset  net 
foreign  capital  gains;  (2)  in  the  case  of  corporations,  only  30/48  of  the 
foreign  source  net  capital  gain  (or  loss)  is  included  in  the  foreign  tax 
credit  limitation;  and  (3)  the  gain  from  the  sale  or  exchange  of  per- 
sonal property  outside  the  United  States  which  is  not  subject  to  a  sub- 
stantial foreign  tax  is  considered  U.S.  source  income  unless  one  of  three 
exceptions  applies.  The  modifications  apply  to  taxable  years  beginning 
after  December  31,  1975,  except  that  the  source  rule  modification  only 
applies  to  sales  or  exchanges  made  after  November  12, 1975. 

Sec.  1035.  Foreign  Oil  and  Gas  Extraction  Income 

Under  prior  law,  foreign  taxes  which  were  allowable  as  a  credit 
with  respect  to  foreign  oil  and  gas  extraction  income  (including  in- 
come from  the  extraction  by  the  taxpayer  of  oil  or  gas  for  another 
person)  were  limited  to  a  percentage  of  that  income  (52.8  per- 
cent for  years  ending  in  1975,  50.4  percent  for  years  ending  in  1976, 
and  50  percent  for  years  ending  in  1977  and  thereafter,  computed 
on  an  overall  basis)  and  could  only  be  used  to  offset  U.S.  tax  on  oil- 
related  income.  For  purposes  of  this  limitation,  "foreign  oil  and  gas 
extraction  income"  is  the  income  derived  by  the  taxpayer  from  ex- 
traction (by  the  taxpayer  or  any  other  person)  of  minerals  from  oil 
and  gas  wells.  Income  from  extraction  includes  the  purchase  and  sale 
of  crude  oil  by  the  taxpayer  in  cases  where  the  taxpayer  is  not  per- 
forming the  extraction  operations.  Also,  it  includes  income  in  cases 
where  the  taxpayer  is  performing  extraction  services  within  a  coun- 
try for  the  government  of  that  country  (whether  or  not  the  taxpayer 
purchased  the  oil  from  that  government) .  Any  excess  foreign  tax  could 
only  be  used  to  offset  U.S.  tax  on  other  oil-related  income. 

Under  the  Act,  the  limitation  on  foreign  taxes  on  extraction  income 
allowable  as  a  credit  is  reduced,  for  taxable  years  ending  after  1976, 
to  48  percent  of  that  income  computed  on  an  overall  basis.  The  Act 
provides  permanent  carryover  rules  for  excess  extraction  taxes.  Under 
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the  Act,  extraction  taxes  paid  in  taxable  years  ending  after  the  date  of 
enactment  which  exceed  the  limitation  for  the  year  can  be  carried  back 
for  two  years  to  taxable  years  ending  after  December  31, 1974,  and  can 
be  carried  forward  for  five  years.  The  amount  carried  to  years  after 
1977  may  not  exceed  2  percentage  points  above  the  corporate  tax  rate. 

Under  prior  law,  individuals  were  subject  to  the  same  percentage 
limitation  on  foreign  taxes  paid  with  respect  to  foreign  oil  and  gas 
extraction  income  as  those  imposed  on  corporations.  The  Act  provides 
that  the  allowable  foreign  tax  credit  on  foreign  oil  and  gas  extraction 
income  for  individuals  is  equal  to  the  average  U.S.  effective  rate  of 
tax  on  that  income  (individuals  will  be  limited  to  a  separate  overall 
foreign  tax  credit  limitation  for  foreign  oil  and  gas  extraction  income) . 
The  provision  applies  to  taxable  years  ending  after  December  31, 1974. 

Rev.  Eul.  76-215, 1976  I.R.B.  No.  23,  holds  that  the  contractor  under 
a  production-sharing  contract  in  Indonesia  is  not  entitled  to  a  foreign 
tax  credit  for  payments  made  by  the  government-owned  company  to 
the  foreign  government.  The  IRS  announced  that  this  ruling  would 
apply  only  prospectively  to  claims  for  credits  for  taxes  paid  in  taxable 
years  beginning  after  June  30,  1976.  The  Act  provides  that  Rev.  Rul. 
76-215  is  not  to  apply  for  taxable  years  ending  in  1977  to  amounts 
paid  to  foreign  governments  and  designated  as  taxes  under  produc- 
tion-sharing contracts  entered  into  before  April  8,  1976,  for  taxable 
years  beginning  on  or  after  June  30,  1976.  The  credit  is  limited  to  48 
percent  of  the  extraction  income  from  the  contracts.  This  provision 
applies  to  taxable  years  beginning  on  or  after  June  30,  1976. 

Sec.  1036.  Underwriting  Income 

The  source  of  insurance  underwriting  income  was  not  specified  in 
the  Code.  The  Act  provides  that  the  source  of  underwriting  income 
is  to  be  the  place  where  the  risk  is  located.  The  provision  applies  to 
taxable  years  beginning  after  December  31, 1976. 

Sec.  1037.  Third-Tier  Foreign  Tax  Credit  When  Code  Section  951 
Applies 

Under  prior  law,  if  a  domestic  corporation  were  required  to  in- 
clude in  its  income  amounts  under  subpart  F,  a  deemed-paid  foreign 
tax  credit  would  be  available  with  respect  to  foreign  taxes  paid  by  a 
first-tier  foreign  subsidiary  (10  percent  owned  by  the  domestic  corpo- 
ration) and  by  a  second-tier  foreign  subsidiary  (50  percent  owned 
by  the  first-tier  foreign  subsidiary).  However,  unlike  the  credit  on 
actual  distributions,  there  was  no  credit  with  respect  to  foreign  taxes 
paid  by  a  third-tier  foreign  subsidiary.  Under  the  Act,  the  foreign  tax 
credit  under  subpart  F  is  made  consistent  with  the  credit  for  actual 
dividends  from  second  and  third-tier  foreign  subsidiaries.  Thus,  a 
credit  is  allowed  for  foreign  taxes  paid  by  a  third-tier  foreign  sub- 
sidiary, and  a  second-tier  or  a  third-tier  corporation  need  only  be 
10  percent  owned  by  a  prior  tier,  provided  the  domestic  corporation 
has,  directly  or  indirectly,  at  least  a  net  5  percent  ownership  in  each 
lower  tier.  The  provision  applies  with  respect  to  earnings  and  profits 
included  in  income  in  taxable  years  beginning  after  December  31, 1976. 
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Part  IV — Money  or  Other  Property  Moving  Out  of  or  Into  the 
United  States 

Sec.  1041.  Interest   on    Bank   Deposits   Earned   by  Nonresident 
Aliens  and  Foreign  Corporations 

Under  prior  law,  interest  paid  to  a  nonresident  alien  or  foreign 
corporation  from  deposits  with  persons  carrying  on  the  banking  busi- 
ness was  exempt  from  U.S.  tax,  but  the  exemption  was  due  to  expire 
with  respect  to  interest  paid  after  December  31,  1976.  The  Act  makes 
the  exemption  permanent. 

Sec.  1042.  Changes  in  Ruling  Requirements  Under  Code  Section 
367;  Certain  Changes  in  Section  1248 

In  certain  exchanges  relating  to  the  organization,  reorganization, 
and  liquidation  of  a  foreign  corporation,  nonrecognition  of  gain  was 
not  available  under  prior  law  unless  a  ruling  that  tax  avoidance  is  not 
present  had  been  obtained  from  the  IRS  before  the  exchange.  The  Act 
permits  nonrecognition  of  gain  if  a  request  for  a  ruling  that  tax 
avoidance  is  not  present  is  filed  within  183  days  after  the  beginning 
of  the  transfer  in  the  case  of  outbound  transfers.  In  the  case  of  all 
other  transfers,  regulations  are  to  provide  the  extent  to  which  earnings 
are  to  be  taken  into  account  in  order  to  prevent  avoidance  of  tax. 

Under  prior  law  no  court  review  of  the  ruling  was  available.  The 
Act  provides  for  Tax  Court  review  of  these  rulings. 

In  addition,  under  prior  law,  certain  nonrecognition  provisions 
allowed  repatriation  of  accumulated  earnings  and  profits  of  a  foreign 
corporation  without  dividend  treatment.  The  nonrecognition  provi- 
sions are  modified  under  the  Act  so  that  repatriated  earnings  and 
profits  do  not  escape  dividend  treatment. 

The  Act  applies  generally  to  sales,  exchanges,  and  distributions 
taking  place  after  October  9,  1975.  However,  until  January  1,  1978, 
rulings  may  be  required  on  all  transfers.  In  certain  transfers  not  in- 
volving U.S.  persons  which  took  place  between  1962  and  1976,  tax- 
payers are  given  183  days  after  the  enactment  of  the  Act  to  obtain  a 
ruling. 

The  Act  provides  a  special  rule  dealing  with  the  situation  where 
there  are  a  number  of  outbound  transfers  which  are  treated  by  the 
Secretary  as  part  of  the  same  exchange.  Pursuant  to  this  rule,  if 
there  is  an  organization,  reorganization,  or  liquidation  involving  a 
transfer  or  transfers  of  property  by  a  U.S.  person  to  a  foreign  corpo- 
ration, nonrecognition  of  gain  will  be  permitted  if  a  request  for  a 
ruling  that  a  tax  avoidance  purpose  is  not  present  is  filed  within  183 
days  after  the  beginning  of  the  transfer.  Under  this  rule,  the  tax- 
payer may  request  a  ruling  not  later  than  the  183rd  day  after  the 
beginning  of  any  transfer  which  is  part  of  the  exchange,  whether  or 
not  a  ruling  has  been  requested  with  respect  to  prior  transfers  which 
are  part  of  the  exchange.  If  the  Secretary  determines  that  the  entire 
exchange  does  not  involve  a  tax  avoidance  purpose,  nonrecognition  of 
gain  will  be  permitted  for  that  transfer  and  any  subsequent  transfers. 
Nonrecognition  will  be  provided  with  respect  to  those  transfers  which 
are  part  of  the  exchange  but  which  begin  more  than  183  days  before 
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the  ruling  request  is  made  if  the  Secretary  determines  that  tax  avoid- 
ance will  not  result  if  the  earlier  transfers  are  provided  nonrecogni- 
tion  treatment  and  if  a  ruling  was  obtained  for  the  earlier  transfer. 
If  no  ruling  was  obtained  for  the  earlier  transfer,  nonrecognition 
treatment  will  not  be  accorded  the  earlier  transfer  if  a  ruling  is  re- 
quired for  that  transfer  for  there  to  be  nonrecognition.  However, 
failure  of  the  taxpayer  to  apply  for' a  ruling  with  respect  to  an  earlier 
transfer  will  not  automatically  result  in  taxable  treatment  of  the 
earlier  transfer  because  the  Secretary  may  require  nonrecognition 
treatment  of  the  earlier  transfer  in  those  situations  he  deems  appro- 
priate even  in  the  absence  of  a  ruling. 

Sec.  1043.  Contiguous  Country  Branches  of  Domestic  Life  Insur- 
ance Companies 

Prior  law  subjected  all  U.S.  companies  to  tax  on  their  worldwide 
taxable  income.  Under  the  Act,  a  U.S.  mutual  life  insurance  company 
may  elect  to  account  for  contiguous  country  business  separately  from 
other  business  to  avoid  U.S.  taxation  on  contiguous  country  income 
to  the  extent  such  income  is  not  repatriated.  A  company  making  this 
election  must  recognize  as  gain  the  net  unrealized  appreciation  on  the 
branch's  assets.  A  domestic  stock  life  insurance  company  selling 
policies  similar  to  those  sold  by  a  mutual  company  may  transfer  assets 
to  a  contiguous  country  subsidiary  and  recognize  the  net  gain  on  the 
assets  transferred. 

The  provision  applies  to  taxable  years  beginning  after  December  31, 
1975. 

Sec.  1044.  Transitional  Rule  for  Bond,  etc.  Losses  of  Foreign  Banks 

Under  prior  law,  gains  and  losses  on  the  sale  or  exchange  of  govern- 
ment and  corporate  bonds  and  certain  other  types  of  indebtedness  were 
treated  as  ordinary  income  and  loss  in  the  case  of  financial  institutions 
and  foreign  corporations  which  would  be  considered  banks  if  they 
were  domestic  corporations.  However,  for  taxable  years  beginning 
before  July  12,  1969,  these  amounts  were  treated  as  capital  gain  or 
loss.  The  Act  provides  that,  for  foreign  corporations  which  otherwise 
would  be  considered  financial  institutions,  net  gains  from  these 
transactions  will  be  considered  capital  gain  to  the  extent  of  any  capital 
loss  carryovers  attributable  to  the  same  types  of  sales  or  exchanges  in 
taxable  years  beginning  before  July  12, 1969. 

Part  V — Special  Categories  of  Foreign  Tax  Treatment 

Sec.  1051.  Tax  Treatment  of  Corporations  Conducting  Trade  or 
Business  in  Puerto  Rico  and  Possessions  of  the 
United  States 

Under  prior  law,  corporations  operating  a  trade  or  business  in  a 
possession  were  entitled  to  exclude  from  gross  income  all  income  from 
sources  without  the  United  States  including  foreign  source  income 
earned  outside  the  possession  if  they  satisfied  an  80-percent  source  and 
a  50-percent  active  trade  or  business  test.  However,  dividends  from  a 
possessions  corporation  were  not  eligible  for  the  intercorporate  divi- 
dends received  deduction. 
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Under  the  Act,  a  corporation  meeting  the  80-percent  and  50-percent 
tests  is  entitled  to  a  special  tax  credit  equal  to  the  U.S.  tax  on  that 
income  plus  income  from  certain  investments  in  that  possession.  In 
addition,  dividends  from  a  possessions  corporation  are  eligible  for 
the  intercorporate  dividends  received  deduction.  The  Act  disallows 
any  foreign  tax  credits  for  taxes  paid  by  the  possessions  corporation 
or  for  the  Puerto  Rican  withholding  tax  on  liquidation  or  on  distribu- 
tions of  earnings.  These  provisions  apply  to  taxable  years  beginning 
after  December  31, 1975. 

However,  the  Act  continues  to  exempt  foreign  source  income  de- 
rived from  sources  outside  the  possession  which  is  earned  before 
October  1,  1976,  whether  or  not  the  invested  funds  are  derived  from 
the  possessions  business.  In  addition,  the  foreign  tax  credit  is  allowed 
for  taxes  paid  with  respect  to  liquidations  occurring  before  Janu- 
ary 1, 1979,  to  the  extent  the  taxes  are  attributable  to  amounts  earned 
before  Januaiy  1, 1976. 

Sec.  1052.  Western  Hemisphere  Trade  Corporations 

The  Act  phases  out  the  14-percent  tax  rate  reduction  provided  under 
prior  law  for  Western  Hemisphere  trade  corporations  over  a  4-year 
period  beginning  in  1976. 

Sec.  1053.  Repeal  of  Provisions  Relating  to  China  Trade  Act  Cor- 
porations 

The  special  tax  benefits  granted  to  China  Trade  Act  corporations 
and  their  shareholders,  which  generally  permitted  the  corporation  and 
its  shareholders  to  pay  no  U.S.  tax  are  phased  out  over  three  years 
beginning  in  1976. 

Part  VI. — Denial  of  Certain  Tax  Benefits  for  Cooperation  With 
or  Participation  in  International  Boycotts  and  in 
Connection  with  the  Payment  of  Certain  Bribes 

Sees.  1061-1064 ;  1066  and  1067.  Denial  of  Certain  Tax  Benefits  for 

Cooperation  With  or  Participa- 
tion in  an  International  Boycott 

Prior  law  contained  no  tax  provisions  dealing  with  international 
boycotts.  The  Act  denies  to  any  person  who  agrees  to  participate 
in  or  cooperate  with  any  international  boycott  based  on  race,  na- 
tionality or  religion  the  benefits  of  the  foreign  tax  credit,  deferral  of 
earnings  of  foreign  subsidiaries,  and  DISC  to  the  extent  these  tax 
benefits  are  attributable  to  operations  of  that  person  (or  its  affiliates) 
in  connection  with  which  there  was  boycott  participation  or 
cooperation. 

The  benefits  of  deferral  and  DISC  are  denied  to  the  taxpayer  by 
requiring  a  deemed  distribution  of  earnings  to  the  shareholders  of  the 
DISC  or  controlled  foreign  corporation.  The  benefits  of  the  foreign 
tax  credit  are  denied  to  the  taxpayer  by  reducing  the  otherwise  allow- 
able foreign  tax  credit  to  which  the  taxpayer  would  be  entitled  under 
sections  901,  902,  and  960  of  the  Code  after  applying  the  limitation,  if 
applicable,  of  section  907.  Taxes  which  are  denied  the  foreign  tax 
credit  under  this  provision  are  not  entitled  to  be  carried  back  or 
forward  as  foreign  tax  credits  but  may  be  eligible  to  be  deducted  in 
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computing  taxable  income.  Of  course,  if  so  deducted,  the  rules  of 
sections  861  and  862  will  apply  with  respect  to  the  deduction. 

A  taxpayer  participates  in  or  cooperates  with  an  international 
boycott  if  the  taxpayer  agrees,  as  a  condition  of  doing  business  directly 
or  indirectly  within  a  country  or  with  the  government,  a  company, 
or  a  national  of  a  country  (1)  to  refrain  from  doing  business  within  a 
country  which  is  the  object  of  an  international  boycott  or  with  the 
government,  companies,  or  nationals  of  that  country;  (2)  to  refrain 
from  doing  business  with  any  U.S.  person  engaged  in  trade  within 
another  country  which  is  the  object  of  an  international  boycott  or 
with  the  government,  companies,  or  nationals  of  that  country;  (3)  to 
refrain  from  doing  business  with  any  company  whose  ownership  or 
management  is  made  up,  all  or  in  part,  of  individuals  of  a  particular 
nationality,  race,  or  religion,  or  to  remove  (or  refrain  from  selecting) 
corporate  directors  who  are  individuals  of  a  particular  nationality, 
race,  or  religion :  (4)  to  refrain  from  employing  individuals  of  a  par- 
ticular nationality,  race,  or  religion;  or  (5)  to  refrain  from  shipping 
or  insurinqf  products  on  a  carrier  owned,  leased,  or  operated  by  a  per- 
son who  does  not  participate  in  or  cooperate  with  an  international 
boycott. 

The  Act  permits  a  taxpayer  to  agree  to  comply  with  certain  laws 
without  being  treated  as  agreeing  to  participate  in  or  cooperate  with 
an  international  boycott.  A  taxpayer  may  agree  to  meet  requirements 
imposed  by  a  foreign  country  with  respect  to  an  international  boycott 
if  a  U.S.  law,  executive  order,  or  regulation  sanctions  that  participa- 
tion or  cooperation.  Secondly,  the  taxpayer  may  agree  to  comply  with 
a  prohibition  on  the  importation  of  goods  produced  in  whole  or  in 
part  in  any  boycotted  country  or  to  comply  with  a  prohibition  im- 
posed by  a  country  on  the  exportation  of  products  obtained  in  that 
country  to  any  boycotted  country.  The  taxpayer  however,  may  not 
agree  to  refrain  from  importing  or  exporting  to  or  from  a  particular 
country  products  which  are,  or  which  contain  components  which  are, 
made  by  a  company  on  a  boycott  list. 

A  person  is  not  considered  as  having  participated  in  or  cooperated 
with  an  international  boycott  unless  he  has  agreed  to  such  participa- 
tion or  cooperation.  The  agreement  need  not  be  in  writing;  there  may 
be  an  implied  ao;reement.  However,  an  agreement  will  not  be  inferred 
from  the  mere  fact  that  any  country  is  exercising  its  sovereign  rights. 
Thus,  a  taxpayer  is  not  considered  to  have  agreed  to  participate  in  or 
cooperate  w^ith  an  international  boycott  merely  by  reason  of  the  in- 
ability of  the  taxpayer  to  obtain  an  export  or  import  license  from  a 
sovereign  country  for  specific  goods.  Similarly,  a  taxpayer's  inability, 
under  the  laws  or  administrative  practices  of  a  country,  to  bring 
certain  personnel  into  that  country,  to  bring  certain  ships  into  the 
watere  of  that  country,  to  provide  certain  services  in  that  country,  or 
to  import,  or  export  certain  products  to  or  from  a  country,  is  not  to  be 
considered  to  constitute  an  agreement  to  participate  in  or  cooperate 
with  an  international  boycott.  Further,  the  signing  (at  the  time  of 
import) ,  of  a  certification  as  to  content,  which  is  required  to  obtain  an 
import  license,  does  not  by  itself  constitute  an  agreement  by  the  tax- 
payer. However,  this  will  not  permit  the  making  of  an  agreement 
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not  to  import  certain  goods  into  the  country.  In  addition,  a  course  of 
conduct  of  complying  with  sovereign  law  may,  along  with  other  fac- 
tors, be  evidence  of  an  agreement. 

If  the  taxpayer  has  participated  in  or  cooperated  with  an  interna- 
tional boycott  in  a  country,  he  is  presumed  to  have  participated  in  or 
cooperated  with  that  boycott  with  respect  to  all  operations  in  all 
countries  which  require  of  the  taxpayer  (or  of  other  persons,  whether 
or  not  related  to  the  taxpayer)  participation  in  or  cooperation  with 
that  international  boycott.  However,  the  taxpayer  may  establish  that 
he  has  conducted  clearly  separate  and  identifiable  operations  in  that 
country  or  another  country  through  the  same  corporation  or  related 
corporations  with  respect  to  which  there  is  no  cooperation  with  or  par- 
ticipation in  that  boycott. 

The  international  boycott  provisions  apply  to  any  participation  in  or 
cooperation  with  an  international  boycott  made  more  than  30  days  af- 
ter the  date  of  enactment  (October  4, 1976) .  However,  in  the  case  of  op- 
erations which  are  carried  out  in  accordance  witli  the  terms  of  a  bind- 
ing contract  entered  into  before  September  2,  1976,  the  international 
boycott  provisions  shall  apply  to  participation  or  cooperation  after 
December  31,  1977. 

Sec.  1065.  Denial  of  Certain  Tax  Benefits  Attributable  to  Bribe- 
Produced  Income 

Under  prior  law,  illegal  payments  to  government  officials  were  not 
deductible,  but  the  denial  of  the  deduction  for  bribes  had  little  impact 
on  bribes  paid  by  foreign  subsidiaries  or  DISCs. 

The  Act  subjects  to  current  taxation  as  a  deemed  dividend  an  amount 
equal  to  the  amount  of  any  bribe  paid  by  a  foreign  subsidiary  or  a 
DISC  of  a  U.S.  company.  In  addition,  the  earnings  and  profits  of  any 
foreign  subsidiary  which  has  paid  a  bribe  are  not  to  be  reduced  by 
the  amount  paid.  The  provision  applies  to  illegal  payments  made  30 
or  more  days  after  enactment. 


TITLE  XI— AMENDMENTS  AFFECTING  DISC 

Sec.  1101.  Amendments  Affecting  DISC 

The  DISC  provisions  under  prior  law  permitted  shareholders  to 
defer  taxation  of  up  to  50  percent  of  the  export  profits  allocated  to 
the  DISC.  Under  the  Act,  incremental  rules  are  adopted  for  taxable 
years  beginning  after  December  31,  1975,  which  permit  DISC  bene- 
fits to  the  extent  that  current  export  gross  receipts  exceed  67  percent 
of  the  average  for  a  4-year  moving  base  period  (initially  1972-1975) 
which  moves  forward  after  1979.  A  small  DISC  exemption  to  the 
incremental  rule  is  provided  for  DISCs  having  taxable  income  of 
$150,000.  DISC  benefits  are  terminated  for  50  percent  of  military 
sales  made  in  taxable  years  beginning  after  December  31,  1975.  Fixed 
contract  sales  of  natural  resource  products  denied  DISC  benefits 
under  the  Tax  Eeduction  Act  of  1975  are  made  eligible  for  DISC 
benefits  for  an  additional  5-year  period  from  March  17,  1975  until 
March  18, 1980. 

Under  prior  law,  DISC  benefits  were  denied  for  sales  of  depletable 
natural  resources  including  timber.  Under  the  Act,  timber  is  excluded 
from  the  definition  of  depletable  natural  resources  and  thus  will  con- 
tinue to  receive  DISC  benefits.  Upon  the  disqualification  of  a  DISC, 
the  accumulated  DISC  income  is  recaptured  under  present  law  over 
a  period  equal  to  the  period  that  the  DISC  was  in  existence  not  to 
exceed  10  years.  The  Act  provides  that  upon  the  disqualification  of  a 
DISC,  the  accumulated  DISC  income  is  recaptured  over  a  period 
equal  to  twice  the  period  that  the  DISC  was  in  existence  not  to  exceed 
10  years.  Wliere  DISC  benefits  with  respect  to  a  product  terminate, 
loans  to  the  related  supplier  would  not  qualify  as  a  producer's  loan 
under  prior  law.  The  Act  provides  that  where  DISC  benefits  with 
respect  to  a  product  terminate,  loans  to  a  related  supplier  may  still 
qualify  as  a  producer's  loan. 

Also  under  prior  law,  taxpayers  could  prevent  recapture  of  DISC 
benefits  by  selling  or  distributing  DISC  stock  in  certain  nontaxable 
transactions.  Under  the  Act,  the  sale  or  distribution  of  DISC  stock 
in  certain  nontaxable  transactions  will  result  in  recapture  of  accumu- 
lated DISC  income. 

Under  prior  law,  the  combination  of  the  general  deemed  distribu- 
tion rule  and  the  rule  prescribing  the  source  of  any  distribution  to 
meet  the  95  percent  export  receipts  requirement  could  result  in  a  par- 
tial double  counting  of  the  DISCs  taxable  income  with  respect  to 
terminating  deferral  of  taxation  to  its  shareholders.  The  Act  elimi- 
nates the  problem  of  double  counting  by  altering  the  source  rules  for 
distributions  to  meet  qualification  requirements. 
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TITLE  XII— ADMINISTRATIVE  PROVISIONS 

Sec.  1201.  Public  Inspection  of  Written  Determinations  by  Internal 
Revenue  Service 

Under  prior  law,  private  letter  rulings  and  other  written  determina- 
tions of  the  IRS  were  made  public  by  the  courts  under  the  Freedom  of 
Information  Act.  Certain  confidential  and  other  information  was 
exempted  from  disclosure  by  the  FOIA,  but  the  taxpayer's  identity 
was  disclosed. 

Under  the  Act,  IRS  written  determinations  such  as  letter  rulings  and 
technical  advice  memoranda  are  to  be  made  public,  after  deletion  of 
certain  information.  Deleted  material  includes  the  taxpayer's  name 
and  other  identifying  details;  commercial  or  financial  information 
which  is  privileged  or  confidential;  trade  secrets;  classified  matter; 
information  exempted  by  statute ;  bank  regulation  information ;  mat- 
ters of  personal  privacy ;  and  geological  and  geophysical  information 
including  maps  concerning  wells.  The  Act  establishes  procedures  for 
resolution  of  disputes  regarding  deletion  of  information  before  public 
inspection  of  the  written  determination  is  available,  including  court 
actions  to  restrain  disclosure  and  to  obtain  additional  disclosure. 

Background  file  documents  related  to  a  written  determination  are  to 
be  made  available  upon  request.  Determinations  requested  before  No- 
vember 1,  1976,  are  made  public,  except  for  certain  required  rulings, 
contingent  upon  funds  being  appropirated  to  the  IRS  for  that  purpose. 
Rules  are  established  for  the  order  in  which  prior  determinations  will 
be  released,  with  the  more  recent  determinations  given  priority. 

If  the  IRS  receives  a  communication  concerning  a  pending  request 
for  a  written  determination  from  anyone  outside  the  IRS  (other  than 
the  taxpayer) ,  the  contact  is  to  be  noted,  or  "flagged",  on  the  determi- 
nation when  it  is  made  public.  Any  person  may  file  suit  and  learn  the 
identity  of  the  taxpayer,  if  the  Tax  Court  finds  evidence  that  an  im- 
propriety occurred  or  undue  influence  was  exercised  with  respect  to 
the  determination.  The  Tax  Court  could  also  order  disclosure  of  other 
material  previously  deleted. 

The  Act  provides  that  the  Secretary  may  determine  any  preceden- 
tial effect  of  these  written  determinations  by  regulation  and  creates  a 
civil  remedy  for  intentional  or  willful  failure  of  the  IRS  to  make 
required  deletions  or  to  follow  the  procedures  of  this  section,  including 
minimum  damages  of  $1,000  plus  costs.  It  permits  the  IRS  to  collect 
fees  for  search  and  duplication  costs  in  making  information  available 
on  request,  and  establishes  rules  for  IRS  records  disposal. 

Sec.  1202.  Disclosure  of  Returns  and  Return  Information 

(a)  General. — Under  prior  law,  tax  returns  were  "public  records", 
but  they  were  generally  open  to  inspection  only  under  regulations  or 
executive  orders.  Additionally,  the  statute  provided  a  number  of 
specific  situations  in  which  tax  returns  could  be  disclosed.  The  Act 
provides  that  returns  and  return  information  are  to  be  confidential 
and  not  subject  to  disclosure  except  as  specifically  provided  by  statute. 

(52) 
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In  general,  "returns"  were  defined  in  the  regulations  previously  in 
effect  as  including  information  returns,  schedules,  lists,  and  other 
written  statements  filed  with  the  IRS  which  are  supplemental  to,  or 
become  a  part  of,  the  return  and  other  records,  reports,  information 
received  orally  or  in  writing,  factual  data,  documents,  papers,  ab- 
stracts, memoranda,  or  evidence  taken,  or  any  portion  thereof  relating 
to  returns  and  schedules,  etc.  The  Act  defines  the  term  "return"  to  mean 
any  tax  or  information  return,  declaration  of  estimated  tax  or  claim 
for  refund  which  is  required  or  permitted  to  be  filed  with  respect  to 
any  person.  It  also  includes  any  amendment,  supplemental  schedule 
or  attachments  filed  with  the  tax  return,  information  return,  etc. 
"Return  information"  is  defined  as  any  data  received  by  or  prepared 
by  the  Secretary  with  respect  to  a  return  or  with  respect  to  the  deter- 
mination of  the  existence  of  the  liability  of  any  person  for  any  tax, 
penalty,  interest,  fine,  forfeiture,  or  other  imposition.  Information  as 
to  whether  a  taxpayer's  return  was,  is  being,  or  will  be  examined  is 
also  to  be  considered  return  information.  Under  the  Act,  data  in  a 
form  that  cannot  be  associated  with  or  otherwise  identify  a  particular 
taxpayer  will  not  constitute  return  information. 

(h)  Disclosure  to  Congress. — Congressional  committees  were  classi- 
fied in  three  categories  for  disclosure  purposes  under  prior  law.  The 
tax  committees  could  inspect  tax  information  in  executive  session. 
Select  committees  of  the  House  and  Senate  could  inspect  tax  informa- 
tion in  executive  session  if  specifically  authorized  to  do  so  by  a  resolu- 
tion of  the  appropriate  body.  Standing  and  select  committees  could 
inspect  tax  information  under  an  executive  order  issued  by  the  Presi- 
dent for  the  committee  in  question  and  on  the  adoption  of  a  resolution 
(by  the  full  committee)  authorizing  inspection. 

The  Act  provides  that  the  tax-writing  committees,  upon  written 
request  of  their  respective  chairmen,  may  have  access  to  returns  and 
return  information  in  executive  session.  The  Chief  of  Staff  of  the  Joint 
Committee  on  Taxation  may  have  access  to  returns  and  return  infor- 
mation. Nontax  committees  are  to  be  furnished  returns  and  return 
information  in  executive  session  upon  (1)  a  committee  action  approv- 
ing the  decision  to  request  such  returns,  (2)  an  authorizing  resolution 
of  the  House  or  Senate,  as  the  case  may  be,  and  (3)  a  written  request 
by  the  Chairman  of  the  committee.  The  resolution  of  the  appropriate 
body  authorizing  these  committees  to  obtain  returns  or  return  infor- 
mation must  specify  the  purpose  for  the  inspection  and  that  the  inspec- 
tion is  to  be  made  only  if  there  is  no  alternative  source  of  information 
reasonably  available  to  the  committee.  The  committees,  through  the 
committee  Chairman  and  ranking  minority  member,  can  designate  no 
more  than  4  agents  (2  majority  and  2  minority)  to  inspect  the  returns 
or  return  information  requested. 

Under  prior  law,  the  tax  committees  and  select  committees  author- 
ized to  inspect  tax  information  could  submit  "any  relevant  or  useful" 
information  obtained  to  the  House  or  Senate.  The  Act  provides  that 
the  tax-writing  committees  may  submit  tax  information  to  the  Senate 
or  House,  as  the  case  may  be.  The  nontax-writing  committees  may 
submit  such  information  to  the  Senate  or  House  sitting  in  executive 
session.  The  Joint  Committee  on  Taxation,  or  its  Chief  of  Staff,  may 
submit  tax  information  to  the  House  Committee  on  Ways  and  Means 
or  to  the  Senate  Committee  on  Finance  sitting:  in  executive  session. 
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(c)  Disclosure  to  the  President  {and  other  Federal  agencies). — A 
previous  executive  order  permitted  so-called  "tax  checks"  and  inspec- 
tion of  tax  returns  by  the  President  and  certain  designated  White 
House  employees.  Requests  for  tax  checks  and  inspection  were  to  be 
in  writing  and  signed  by  the  President  personally. 

The  Act  provides  that  disclosure  of  returns  and  return  information 
can  be  made  to  the  President  and/or  to  certain  named  employees  of 
the  White  House  Office  upon  the  written  request  of  the  President, 
signed  by  him  personally.  A  request  is  to  specify,  among  other  things, 
the  reason  disclosure  is  requested.  The  President  (or  a  duly  authorized 
representative  of  the  Executive  Office)  and  the  head  of  a  Federal 
agency  also  may  make  a  written  request  for  a  "tax  check"  with  respect 
to  prospective  appointees.  The  "tax  check"  is  limited  to  the  inquiry  as 
to  whether  the  individual  has  filed  income  tax  returns  for  the  last  3 
years,  has  failed  to  pay  any  tax  within  10  days  after  notice  and  demand 
or  has  been  assessed  a  negligence  penalty  within  the  current  or  imme- 
diately proceeding  3  years,  has  been  or  is  under  any  criminal  tax  investi- 
gation (and  the  results  of  such  investigation),  or  has  been  assessed  a 
civil  penalty  for  fraud.  A  prospective  employee  will  be  notified  by  the 
IRS  within  3  days  of  its  receipt  of  a  request  for  a  tax  check  on  the  pros- 
pective employee.  The  President  and  the  head  of  any  agency  requesting 
returns  and  return  information  under  this  section  will  be  required  to 
file  quarterly  a  confidential  report  with  the  Joint  Committee  on  Tax- 
ation identifying  the  taxpayers,  the  returns  or  return  information 
involved,  and  the  reason  for  requesting  such  returns  or  return  infor- 
mation. However,  the  President  will  not  be  required  to  report  on  re- 
quests pertaining  to  current  employees  of  the  executive  branch.  The 
reports  will  be  maintained  by  ih^  Joint  Committee  on  Taxation  for  a 
period  not  exceeding  2  years  unless,  within  that  period  of  time,  the 
Joint  Committee  on  Taxation  determines  that  a  disclosure  to  the 
Congress  is  necessary. 

{d)  Criminal  and  civil  tax  cases. — Under  prior  law,  tax  returns  and 
other  tax  information  of  any  taxpayer  could  be  furnished  upon  request, 
without  written  application,  to  U.S.  Attornevs  and  Justice  Depart- 
ment attorneys  in  civil  or  criminal  tax  cases  referred  by  the  IRS  to  the 
Justice  Department  for  prosecution  or  defense.  Where  the  Justice 
Department  was  investigating  a  possible  violation  of  the  civil  or  crimi- 
nal tax  laws  and  the  matter  had  not  been  referred  to  the  Justice  De- 
partment by  the  IRS,  a  Justice  Department  attorney  or  U.S.  attor- 
ney could  obtain  tax  information  upon  written  application  where  it 
was  "necessary  in  the  performance  of  his  official  duties".  The  Justice 
Department  could  also  obtain  the  returns  of  potential  witnesses  and 
third  parties.  Also,  the  IRS  would  answer  an  inquiry  from  the  Justice 
Department  as  to  whether  a  prospective  juror  had  been  investigated  by 
the  IRS. 

Under  the  Act,  the  Justice  Department  will  continue  to  receive 
returns  and  return  information  with  respect  to  the  taxpayer  whose 
civil  or  criminal  tax  liability  is  at  issue.  Written  request  is  re<:iuired 
in  cases  other  than  refund  cases  and  cases  referred  by  the  IRS.  The 
return  or  return  information  of  a  third  party  will  be  disclosed  to  the 
Justice  Department  in  the  event  that  the  treatment  of  an  item  re- 
flected on  his  return  is  or  may  be  relevant  to  the  resolution  of  an  issue 
of  the  taxpayer's  liability.  The  return  or  return  information  of  a  third 
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party  will  also  be  disclosed  to  the  Justice  Department  if  the  third 
party's  return  or  return  information  relates  or  may  relate  to  a  trans- 
action between  the  third  party  and  the  taxpayer  whose  tax  liability  is 
or  may  be  at  issue  and  if  the  return  information  pertaining  to  that 
transaction  may  effect  the  resolution  of  an  issue  of  the  taxpayer's  tax 
liability,  A  third  party  return  may  also  be  disclosed  in  a  court  proceed- 
ing, subject  to  the  same  item  and  transactional  tests  described  above, 
except  that  the  items  and  transactions  must  have  a  direct  relationship 
to  the  resolution  of  an  issue  of  the  taxpayer's  liability.  In  tax  cases, 
the  Justice  Department  and  the  taxpayer  whose  liability  is  at  issue  will 
be  allowed  to  inquire  of  the  IRS  as  to  whether  a  prospective  juror  has 
been  under  an  audit  or  investigation  by  the  IRS.  However,  responses 
to  such  inquiries  are  to  be  limited  to  the  existence  or  nonexistence 
of  an  IRS  audit  or  investigation. 

(e)  Nontax  criminal  cases. — Under  prior  law,  a  U.S.  Attorney  or 
an  attorney  of  the  Department  of  Justice  could  obtain  tax  informa- 
tion in  any  case  "where  necessary  in  the  performance  of  his  official 
duties".  This  could  be  obtained  on  written  application,  giving  the 
name  of  the  taxpayer,  the  kind  of  tax  involved,  the  taxable  period  in- 
volved, and  the  reason  inspection  was  desired.  The  application  was  to 
be  signed  by  the  U.S.  Attorney  involved  or  by  the  Attorney  General, 
Deputy  Attorney  General,  or  an  Assistant  Attorney  General.  Tax  in- 
formation obtained  by  the  Justice  Department  could  be  used  in  pro- 
ceedings conducted  by  or  before  any  department  or  establishment  of 
the  Federal  Government  or  in  which  the  United  State  was  a  party. 
The  IRS  also  would  answer  an  inquiry  from  the  Justice  Department 
as  to  whether  a  prospective  juror  had  been  investigated  by  the  IRS. 

Under  the  Act,  tax  information  may  be  disclosed  to  the  Justice 
Department  and  other  Federal  agencies  for  nontax  criminal  pur- 
poses only  by  order  of  a  U.S.  District  Court.  The  order  will  be  issued 
upon  a  showing  that:  (i)  there  is  reasonable  cause  to  believe,  based 
upon  information  believed  to  be  reliable,  that  a  specific  criminal 
act  has  been  committed ;  (ii)  there  is  reason  to  believe  that  the  return 
or  return  information  is  probative  evidence  of  a  matter  in  issue  re- 
lated to  the  commission  of  the  criminal  act;  and  (iii)  the  information 
sought  to  be  disclosed  cannot  reasonably  be  obtained  from  any  other 
source  unless  it  is  determined  that,  notwithstanding  the  reasonable 
availability  of  the  information  from  another  source,  the  return  or 
return  information  sought  constitutes  the  most  probative  evidence  of 
a  matter  in  issue  relating  to  the  commission  of  the  criminal  act. 

The  first  requirement  set  forth  above  ("reasonable  cause  .  .  .")  is 
intended  to  be  less  strict  than  the  "probable  cause"  standard  for 
issuing  a  search  warrant,  and  this  "reasonable  cause"  requirement  is 
to  be  construed  according  to  the  plain  meaning  of  the  words  involved. 
The  term  "criminal  act"  includes  any  act  with  respect  to  which  the 
criminal  penalty  provisions  of  a  Federal  nontax  statute  (which  may 
also  include  civil  penalty  provisions)  would  apply.  This  court  pro- 
cedure contemplates  an  in  camera  inspection  of  the  return  or  return 
infoiTnation  by  the  judge  to  determine  whether  any  pait  or  parts 
thereof  meet  the  requirements  outlined  above.  Only  the  part  or  parts 
of  the  return  or  return  information  determined  by  the  court  to  meet 
these  requirements  would  be  subject  to  disclosure  under  this  provision. 
In  this  regard,  the  Congress  intends  that  the  more  personal  the  infor- 
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mation  involved  (e.g.,  medical  and  psychiatric  information),  the  more 
restrictive  the  court  would  be  in  allowing  disclosure. 

The  return  or  return  information  may  be  introduced  in  an  admin- 
istrative or  judicial  hearing  if  the  court  finds  that  it  is  probative  of  a 
matter  at  issue  relevant  in  establishing  the  commission  of  a  crime 
or  the  guilt  of  a  party.  The  credibility  of  a  witness  does  not  consti- 
tute a  matter  in  issue  for  purposes  of  these  rules.  Thus,  under  the 
Act,  a  return  or  return  information  will  not  be  admissible  for  pur- 
poses of  "collateral  impeachment"  (i.e.,  discrediting  a  witness  on  mat- 
ters not  bearing  upon  the  question  of  the  commission  of  a  crime  or  the 
guilt  of  a  party).  Only  those  parts  of  the  return  determined  by  the 
court  to  be  necessary  to  the  investigation  or  prosecution  will  be  subject 
to  disclosure. 

The  Act  also  authorizes  the  IRS,  either  upon  its  own  initiative  or 
pursuant  to  written  request,  to  disclose  in  writing  to  the  Justice  De- 
partment or  any  other  Federal  agency  information  relating  to  the 
possible  violation  of  a  Federal  criminal  law  which  is  received  from 
sources  other  than  the  taxpayer  or  his  representatives. 

(/)  Nontax  civil  matters. — Under  prior  law,  U.S.  Attorneys  and 
officials  of  other  Federal  agencies  could  obtain  tax  information  in  non- 
tax civil  cases  in  the  same  manner  and  to  the  same  extent  as  in  nontax 
criminal  cases.  The  Act  provides  that  disclosure  of  returns  and  return 
information  cannot  be  made  to  the  Justice  Department  or  other  Fed- 
eral enforcement  agencies  in  nontax  civil  cases  except  in  those  instances 
where  the  Department  is  defending  the  United  States  in  a  suit  involv- 
ing a  renegotiation  of  contracts  previously  determined  by  the  Renego- 
tiation Board.  Disclosure  is  also  allowed  under  the  Act  to  Treasury 
personnel  of  returns  or  return  information  for  purposes  of  tax 
administration. 

{g)  GAO. — Under  prior  law,  the  GAO  did  not  have  independent 
authority  to  inspect  tax  returns.  It  did  have  access  to  tax  returns  when 
it  audited  IRS  operations  as  the  agent  of  the  Joint  Committee  on  Tax- 
ation. The  Act  authorizes  the  GAO  to  inspect  returns  and  return 
information  to  the  extent  necessary  in  conducting  an  audit  of  the  IRS 
or  the  Bureau  of  Alcohol,  Tobacco  and  Firearms  required  by  section 
IIY  of  the  Budget  and  Accounting  Procedures  Act  of  1950.  It  is 
intended  that  the  GAO  examine  returns  and  individual  tax  transac- 
tions only  for  the  purpose  of,  and  to  the  extent  necessary  to  serve  as  a 
reasonable  basis  for,  evaluating  tlie  effectiveness,  efficiency  and  econ- 
omy of  IRS  operations  and  activities.  It  is  not  intended  that  the  GAO 
would  superimpose  its  judgment  upon  that  of  the  IRS  in  specific 
tax  cases.  GAO  is  to  notify  the  Joint  Committee  on  Taxation  in  writ- 
ing of  the  subject  matter  of  the  planned  audit  and  any  plans  for  inspec- 
tion of  tax  returns.  GAO  can  proceed  with  its  planned  audit  unless  the 
Joint  Committee,  by  a  two-thirds  vote  of  its  members,  vetoes  the  GAO 
audit  plan  within  30  days  of  receiving  written  notice  of  the  proposed 
audit  from  GAO. 

The  Act  also  authorizes  the  GAO  to  review  and  evaluate  the  com- 
pliance by  the  Federal  and  State  agencies  which  have  received  returns 
and  return  information  from  the  IRS  with  the  requirements  regard- 
ing the  use  and  safeguarding  of  the  returns  and  return  information. 

(A)  Statistical  me. — The  Census  Bureau,  the  Bureau  of  Economic 
Analysis,  the  Federal  Trade  Commission,  and  the  Securities  &  Ex- 
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change  Commission  have  previously  been  authorized  to  use  tax  returns 
and  return  infonnation  for  statistical  purposes.  Under  the  Act,  Census, 
the  BEA,  the  FTC,  and  non-IRS  Treasury  personnel  can  obtain 
tax  returns  and  limited  return  information  for  statistical  and  research 
purposes.  The  BEA  and  the  FTC  will  only  receive  corporate  tax 
information.  Publication  of  statistical  studies  identifying  any  par- 
ticular taxpayer  is  prohibited. 

(^)  Inspection  hy  Federal  agencies. — Under  prior  law,  several 
agencies  could  generally  inspect  tax  information  for  qualified  pur- 
poses without  making  a  specific  written  request  for  the  information. 
Inspection  of  tax  information  on  a  general  basis  was  made  most  often 
by  HEW,  the  Kenegotiation  Board  and  the  FTC.  Under  the  Act,  lim- 
ited disclosures  on  a  general  basis  are  permitted  to  the  Social  Security 
Administration,  the  Railroad  Retirement  Board,  the  Department  of 
Labor,  the  Pension  Benefit  Guaranty  Corporation,  and  the  Renegotia- 
tion Board  in  certain  limited  situations  where  the  return  information 
is  directly  related  to  programs  administered  by  the  agency  in  question. 

(j)  State  and  local  governments. — On  the  written  request  of  the 
State  Governor,  tax  returns  could  previously  be  inspected  by  State  tax 
officials  for  purposes  of  administering  the  State's  tax  laws.  Tax  infor- 
mation could  also  be  obtained  by  the  States  for  local  governments  for 
their  use  in  administering  the  local  tax  laws. 

The  Act  provides  that  Federal  tax  returns  and  return  informa- 
tion may  be  disclosed  to  State  tax  officials  solely  for  use  in  admin- 
istering the  State's  tax  laws.  The  tax  information  will  not  be  avail- 
able to  the  State  Governor  or  any  other  nontax  personnel,  or  to  local 
governments.  Xo  disclosure  may  be  made  to  any  State  that  requires 
taxpayers  to  attach  to,  or  include  in.  State  tax  returns  a  copy  of  any 
portion  of  the  Federal  return  (or  any  information  reflected  on  the 
Federal  return)  unless  the  State  adopts  provisions  of  law  by  Decem- 
ber 31,  1978,  protecting  the  confidentiality  of  the  attached  copies  of 
the  Federal  returns  and  the  included  return  information.  Although 
the  copies  of  the  Federal  returns  or  the  return  information  required 
by  a  State  or  local  government  to  be  attached  to,  or  included  in,  the 
State  or  local  return  do  not  constitute  Federal  "returns  or  return 
information"  subject  to  the  Federal  confidentiality  rules,  the  policy 
underlying  this  requirement  is  that  the  attached  copy  of  the  return 
and  the  included  information  should  be  treated  by  State  and  local 
governments  as  confidential  rather  than  effectively  as  public  infor- 
mation. However,  it  is  not  intended  that  States  be  required  to  enact 
confidentiality  statutes  which  are  copies  of  the  Federal  statutes.  Thus, 
State  tax  authorities  can  disclose  State  returns  and  return  information, 
including  any  portion  of  the  Federal  return  (or  information  reflected 
on  the  Federal  return)  which  the  State  requires  the  taxpayer  to  attach 
to,  or  to  include  in,  his  State  tax  return,  to  any  State  or  local  officers  or 
employees  whose  official  duties  or  responsibilities  require  access  to  such 
State  return  or  return  information  pursuant  to  the  laws  of  that  State. 

In  order  to  protect  the  confidentiality  of  returns  which  the  States 
receive  from  the  IRS  under  the  present  exchange  programs,  the  re- 
turns are,  in  most  States,  processed  on  computers  used  solely  by  the 
State  tax  authorities.  In  certain  States,  however,  the  requirements  of 
the  tax  authorities  are  not  sufficient  to  justify  a  separate  computer, 
and,  accordingly,  the  tax  authorities  have  the  Federal  tax  returns 
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processed  on  central  compnters  shared  by  several  State  agrencies  which 
are  operated  bv  State  emnlovees  who  are  not  in  the  tax  department. 
In  such  sitnations.  the  I"RS  requires  that  tax  department  personnel 
be  pi^esent  at  all  times  when  the  Federal  tax  returns  are  beins:  proc- 
essed. The  Act  permits  those  States  currently  time-sharinfr  with  other 
State  ao-encies  to  continue  to  do  so  to  the  evtent  authorized  and  under 
the  conditions  specified  in  Treasury  reo:ulations, 

(k)  Trrn^vavfrs  vnth  a  matprial  interest. — Income  tax  returns  have 
previously  been  open  to  inspection  bv  certain  persons  with  a  material 
interest  in  those  returns.  For  example.  iTturns  were  open  to  the  fibn^ 
taxpf»vers.  trust  benefioinries,  partiiers.  heire  of  the  decedent,  etc.  Un- 
dfr  the  Act,  iiersons  with  a  material  interest  will  continue  to  have  the 
riisrht  to  inspect  returns  and.  whei^e  appropriate,  return  infoi-mation  to 
the  same  extent  as  provided  under  cun^ent  re.o-ulations.  Eeturn  infor- 
mation (in  contrast  to  "returns")  can  be  disclosed  to  persons  with  a 
material  in^^erest  onlv  to  the  extent  the  TT^S  determines  this  would 
not  ad^^pvselv  affect  the  administration  of  the  tax  laws. 

(7)  Miscrnaneons  disclosures. — Several  provisions  of  prior  regula- 
tions allowed  the  disclosure  of  tax  information  for  miscellaneous  ad- 
ministrative and  other  purposes.  In  other  cases,  the  statute  specifically 
required  public  disclosure  and  certain  types  of  returns  (e.s.,  applica- 
tions for  exempt  status  by  or<?anizations).  I"''nder  the  Act.  returns 
will  continue  to  be  open  to  public  inspection  in  those  situations  where 
public  disclosure  is  required  in  present  law.  Limited  disclosure  of  re- 
turns and  return  information  is  permitted  in  some,  but  not  all,  of  the 
miscellaneous  situations  where  disclosure  was  permitted  under  prior 
law. 

Under  prior  law,  address  infonnation  was  provided  to  the  Federal 
Parent  Locator  Service  reg-ardinfr  "absent  parents"  under  Public  Law 
93-647  (section  453  of  the  Social  Security  Act).  The  Act  modifies  the 
rules  for  the  disclosure  of  return  information  to  the  Federal,  State  and 
local  child  support  enforcement  offices  by  ]:)royidinp;  for  disclosure  of 
certain  information  from  IRS  master  files.  Disclosure  of  other  return 
information  is  permitted  only  to  the  extent  that  it  cannot  be  reasonably 
obtained  from  another  source. 

The  Act  also  authorizes  the  IRS  to  disclose  to  other  Federal  agen- 
cies the  mailing-  addresses  of  taxpayers  from  Avhom  the  aqfencies  are 
attempting  to  collect  a  claim  under  the  Federal  Claims  Collection  Act. 

{m)  Procedu/res  and  records  concerning  disclosure. — Several  dif- 
ferent offices  of  the  IRS  have  had  the  responsibility  for  approving 
the  disclosure  of  tax  information  to  particular  agencies.  The  IRS 
has  maintained  records  concerning  disclosure,  but  the  type  of  rec- 
ords maintained  have  not  been  standardized  as  between,  e.jr..  Service 
Centers,  and  a  complete  inventory  of  records  has  not  been  maintained. 
The  Act  provides  that  in  those  cases  in  which  disclosure  or  inspection 
of  returns  or  return  information  is  permitted,  it  is  to  be  permitted  only 
at  the  times,  in  the  manner,  and  at  the  places  prescribed  by  resfulations. 
The  IRS  and  each  Federal  and  State  ao^ency  receivino;  tax  information 
will  be  required  to  maintain  a  standardized  system  of  permanent  rec- 
ords on  the  use  and  disclosure  of  returns  and  return  information. 

{n)  Safegiiarels.- — Except  for  the  ijeneral  criminal  penalty  for  un- 
authorized disclosure,  the  tax  law  did  not  previously  provide  rules  for 
safeguarding  tax  information  disclosed  by  the  IRS  to  other  agencies. 
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The  IKS  had  no  authority  to  audit  the  safeguards  established  by  other 
agencies  or  to  stop  disclosure  to  other  agencies  that  did  not  properly 
maintain  safeguards.  Under  the  Act,  no  tax  information  is  to  be  fur- 
nished by  the  IRS  to  another  agency  (including  commissions.  States, 
etc.)  unless  the  other  agency  complies  ^vith  a  comprehensive  sys- 
tem of  administrative,  technical,  and  physical  safeguards  designed 
to  protect  the  confidentiality  of  the  returns  and  return  information. 
In  the  event  of  an  unauthorized  disclosure  by  the  other  agency  or  its 
failure  to  maintain  adequate  safeguards,  the  lES  may  (subject  to 
an  administrative  appeal  procedure)  terminate  disclosure  to  that 
agency. 

(o)  Reports  to  Congress. — Since  1971,  the  Joint  Committee  on  Tax- 
ation has  received  from  the  IRS  a  semi-annual  report  on  disclosure  of 
tax  information.  The  Act  requires  the  IRS  to  make  a  confidential  re- 
port to  the  Joint  Committee  each  year  on  all  requests  (and  the  reasons 
therefor)  received  for  disclosure  of  tax  returns  or  return  information. 
The  report  is  to  include,  as  a  separate  section  to  be  publicly  disclosed, 
a  listing  of  all  agencies  receiving  tax  return  information,  the  number 
of  cases  in  which  disclosure  was  made  to  them  during  the  year,  and 
the  general  purposes  for  which  the  requests  were  made.  In  addition, 
the  IRS  is  required  to  file  a  quarterly  report  with  the  tax  committees 
regarding  procedures  and  safeguards  followed  by  recipients  of  returns 
and  return  information. 

(/?)  Enforcement. — Under  prior  law,  unauthorized  disclosure  of 
a  Federal  income  tax  return  or  financial  information  appearing 
thereon  by  a  Federal  or  State  employee  was  a  misdemeanor  punishable 
by  a  fine  of  up  to  $1,000  or  imprisonment  of  up  to  one  year,  or  both. 
It  was  also  a  misdemeanor  punishable  in  the  same  manner  for  any 
person  to  print  or  publish  an  income  tax  return  or  financial  informa- 
tion appearing  therein.  Under  the  Act,  the  criminal  violation  of  the 
disclosure  rules  is  a  felony  punishable  by  a  fine  of  up  to  $5,000  and  im- 
prisonment of  up  to  5  years,  or  both.  It  is  also  a  felony,  subject 
to  the  same  penalties,  for  any  person  willfully  to  receive  returns  or  re- 
turn information  as  a  result  of  an  offer  by  that  person  of  an  item  of 
material  value  in  exchange  for  the  unauthorized  disclosure.  A  civil 
remedy  is  provided  for  any  taxpayer  damaged  by  any  unlawful  disclo- 
sure of  returns  or  return  information. 

{q)  Effective  date. — The  provisions  in  the  Act  concerning  the  con- 
fidentiality of  tax  returns  are  effective  as  of  January  1,  1977. 

Sec.  1203.  Income  Tax  Return  Preparers 

Prior  law  provided  only  that  tax  return  preparers  must  sign  returns 
they  prepared.  No  penalties  were  provided  for  failure  to  sign.  Prepar- 
ers were  subject  to  criminal  fraud  penalties  of  fines  up  to  $5,000  and  3 
years'  imprisonment  for  willfully  aiding  or  assisting  in  the  preparation 
of  a  fraudulent  return.  (Also,  preparers  were  subject  to  penalties  for 
improper  disclosure  of  tax  return  information.) 

Under  the  Act,  the  provisions  affecting  tax  return  preparers  are 
enlarged  and  strengthened.  Any  person  who  prepares  or  employs  an- 
other to  prepare  a  return  or  claim  for  refund  for  compensation  must 
meet  specific  disclosure  requirements  and  is  subject  to  penalties  for 
negligent  or  fraudulent  preparation  of  returns.  An  exception  is  pro- 
vided for  preparers  of  refund  claims  filed  as  a  result  of  an  IRS  audit. 
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Authorization  is  <?iven  the  IRS  to  modify  annual  reporting  require- 
ments, provided  detailed  records  and  information  are  available  and 
accessible  to  the  Service.  Injunctions  may  be  sought  against  preparers 
engaging  in  certain  specified  practices.  The  Act  applies  to  document? 
prepared  after  December  31,  1976. 

Congress  also  clarified  certain  language  which  appears  in  the  Fi- 
nance Committee's  Report  relating  to  income  tax  return  preparers. 
The  Act  imposes  a  penalty  for  any  understatement  of  tax  liability 
caused  by  an  income  tax  return  preparer  due  to  negligent  or  intentional 
disregard  of  rules  and  regulations.  Congress  agrees  with  the  Finance 
Committee's  intention,  as  stated  in  the  Committee  Report,  that  this 
provision  should  be  interpreted  in  a  manner  similar  to  existing  section 
6653(a)  of  the  Code  which  imposes  penalties  for  disregard  of  rules  and 
regulations  by  taxpayers  on  their  own  returns.  Consistent  with  section 
6653(a),  the  Committee  Report  states  that  an  income  tax  return  pre- 
parer's good  faith  dispute  about  an  interpretation  of  a  statute  is  not 
considered  negligent  or  intentional  disregard  of  rules  and  regulations. 

However,  the  Report  of  the  Finance  Committee  goes  on  to  state  that 
an  income  tax  return  preparer  may  complete  a  return  relying  on  case 
law  that  conflicts  with  rulings  or  regulations,  "provided  he  clearly 
sets  forth  in  the  return  the  relevant  rulings  or  regulations  which  he 
disputes  and  the  judicial  decision  upon  which  he  relies."  Such  dis- 
closure is  not  required  to  avoid  penalties  under  section  6653(a)  of  the 
Code,  and  the  Committee  did  not  intend  that  more  stringent  require- 
ments be  applied  under  the  new  section  6694(a).  Congress  agrees  that 
while  there  may  be  instances  in  which  some  form  of  disclosure  on  a 
return  would  be  necessary  to  avoid  penalties  under  section  6694(a), 
that  would  depend  on  all  the  relevant  facts  and  circumstances  in  the 
particular  case,  as  is  true  under  section  6653  (a) . 

Sec.  1204.  Jeopardy  and  Termination  Assessments 

Under  prior  law,  no  court  or  administrative  review  was  made  of 
the  appropriateness  of  a  jeopardy  or  termination  assessment.  No 
restrictions  were  placed  on  sale  of  property  seized  pursuant  to  one 
type  of  jeopardy  assessment.  A  termination  assessment  created  a 
"deficiency"  and  presumably  short  taxable  years. 

The  Act  requires  the  Internal  Revenue  Service  to  furnish  the  tax- 
payer with  a  written  statement  setting  forth  the  basis  for^a  jeopardy 
or  termination  assessment  within  5  days  after  the  assessment  is  made, 
and  provides  for  administrative  review  w^ithin  an  additional  15  days. 
The  taxpayer  may  then  obtain  an  expedited  de  novo  detennination 
of  the  reasonableness  of  the  assessment  by  a  United  States  District 
Court.  The  Commissioner  has  the  burden  of  proof  on  whether  it  is 
reasonable  for  a  jeopardy  or  termination  assessment  to  stand,  but  the 
taxpayer  has  the  burden  of  proof  on  the  reasonableness  of  the  amount 
assessed.  This  division  of  the  burden  of  proof  is  similar  to  the  division 
in  a  civil  tax  fraud  case  where  the  government  has  the  burden  of  proof 
on  the  fraud  issue,  and  the  taxpayer  the  burden  on  the  issue  of  a 
deficiency  in  tax.  However  the  government  is  not  required  to  carry 
its  burden  of  proof  in  the  court  review  of  a  jeopardy  or  termination 
assessment  under  the  special  evidentiary  standard  of  proof  applicable 
to  proving  civil  fraud,  i.e.,  "clear  and  convincing  evidence."  Rather, 
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the  usual  standard  is  to  apply,  as  it  does  where  the  government  is  given 
the  burden  of  proof  in  a  deficiency  case  on  a  tax  issue  it  failed  to  raise 
in  its  notice  of  deficiency.  The  Act  also  provides  restrictions  on  the 
sale  of  property  seized  pursuant  to  one  type  of  jeopardy  assessment 
(where  there  are  no  restrictions  under  the  present  law).  In  the  case 
of  termination  assessments,  the  Act  provides  for  notice  of  deficiency 
to  the  taxpayer  only  after  the  close  of  the  normal  taxable  year  and 
for  no  closing  or  reopening  o.f  a  taxpayer's  taxable  year.  The  Act  ap- 
plied to  assessments  where  the  notice  and  demand  take  place  after 
December  31,  1976.  Plowever,  H.R.  1142,  which  passed  the  Congress 
on  October  1,  1976,  moved  the  date  forward  to  February  28,  1977. 

Sec.  1205.  Administrative  Summons 

The  Act  provides  generally,  in  the  case  of  a  third  party  summons 
served  on  banks  and  certain  other  third  parties,  that  the  taxpayer  (or 
other  person  to  whom  the  summoned  records  pertain)  is  to  receive 
notice  of  the  summons  from  the  Service  within  3  days  of  the  time  of  its 
service  and  have  the  right  to  stay  compliance  by  notifying  the  person 
summoned  within  14  days  not  to  comply  with  the  summons.  The  Serv- 
ice is  then  required  to  seek  enforcement  of  the  summons  in  a  Federal 
court  and  the  taxpayer  has  standing  to  challenge  such  enforcement. 
Notice  is  not  required  in  the  case  of  an  administrative  summons  to  a 
bank  issued  in  connection  with  IRS  collection  activities.  In  the  case 
of  a  John  Doe  summons  (where  the  identity  of  the  taxpayer  is  not 
known)  the  Service  must  go  into  court,  establish  reasonable  basis  for 
requesting  the  summons,  and  receive  court  approval  before  issuing  the 
summons. 

The  Act  also  provides  for  suspension  of  the  civil  and  criminal  statute 
of  limitations  where  the  summons  is  protested  by  the  taxpayer  or  his 
nominee,  or  agent,  or  other  person  under  the  taxpayer's  direction 
or  control.  The  Act  suspends  the  notice  requirement  where  a  sum- 
mons is  issued  solely  to  determine  if  records  exist  or  to  learn  the 
identity  of  a  person  having  a  numbered  bank  account,  or  where  notice 
may  result  in  a  material  interference  in  an  investigation.  The  Act  also 
provides  for  the  reimbursement  of  witness  costs  in  accordance  with 
regulations. 

The  Act  applied  to  summons  issued  after  December  31,  1976.  How- 
ever, H.R.  1142,  which  passed  the  Congress  on  October  1,  1976,  moved 
the  date  forward  to  February  28,  1977. 

Sec.  1206.  Assessments  in  Case  of  Mathematical  or  Clerical  Errors 

ITnder  prior  law,  where  a  tax  deficiency  resulted  from  a  mathe- 
matical error,  the  taxpayer  did  not  have  a  right  to  appeal  to  the  Tax 
Court,  as  provided  in  other  cases.  In  practice,  the  Internal  Revenue 
Service  allowed  the  taxpayer  time  to  explain  and  substantiate  a  claim 
that  there  was  no  error.  The  Service  has  applied  the  mathematical 
errors  procedure  in  5  general  categories  of  mistakes,  only  one  of  which 
literally  involves  arithmetic  miscalculations. 

The  Act  defines  five  sets  of  mathematical  or  clerical  errors,  and  the 
procedure  which  is  to  be  followed  before  the  Service  may  assess  a 
deficiency.  Under  the  procedure,  the  taxpayer  must  be  given  an  ex- 
planation of  the  error  and  time  to  file  a  request  for  abatement  of  the 
assessment.  The  Service  may  not  assess  a  deficiency  before  the  taxpayer 
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has  agreed  to  it  or  the  specified  period  has  expired.  The  taxpayer  is 
allowed  60  days  from  date  of  notice  to  file  a  request  for  abatement.  If 
such  a  request  is  filed,  the  Service  must  abate  the  assessment;  the 
Service  then  may  assert  a  deficiency.  The  provision  covers :  (1)  arith- 
metic errors;  (2)  errors  in  transferring  amounts  on  the  tax  forms; 
(3)  missing  schedules  or  forms ;  (4)  inconsistent  entries  and  computa- 
tions; and  (5)  entries  that  exceed  statutory  limitations.  The  provision 
applies  to  returns  filed  after  December  31,  1976. 

Sec.  1207.  Withholding  Provisions 

Sec.  1207(a).  Withholding  State  Income  Taxes  From  Military 
Personnel 

Under  prior  law.  Federal  withholding  of  State  income  taxes  from 
militai^  personnel  was  prohibited.  The  Act  requires  the  Federal 
Government  to  enter  into  an  agreement  with  a  requesting  State  for 
the  mandatory  Federal  witliholding  of  State  income  tax  from  mem- 
bers of  the  military  who  are  legal  residents  of  that  State  and  obligated 
to  pay  that  State's  income  tax.  Such  withholding  is  to  be  implemented 
within  120  days  of  any  request  made  by  a  State  official  after  the  date  of 
enactment. 

Sec.  12a7(b).  Withholding  of  State  or  Local  Income  Tax  from 
Members  of  the  National  Guard  or  Ready  Reserve 

Under  prior  law,  withholding  of  State  or  local  income  tax  from 
members  of  the  National  Guard  or  ready  reserve  by  the  Federal- 
Government  was  prohibited.  The  Act  requires  the  Federal  Govern- 
ment to  enter  into  agreements  with  requesting  States  to  withhold  in 
those  cases  when  members  are  paid  for  regular  training.  Withholding 
is  to  be  implemented  within  120  days  of  any  request  made  by  a  State 
official  after  the  date  of  enactment. 

Sec.  1207(c).  Voluntary  Withholding  of  State  Income  Taxes  From 
Federal  Employees 

Under  prior  law,  Federal  withholding  of  State  income  taxes  from 
Federal  employees  in  States  where  withholding  is  voluntary  was  pro- 
hibited. The  Act  permits  Federal  withholding  of  State  income  taxes 
from  Federal  employees  in  States  where  it  is  voluntary  when  employ- 
ees request  it.  Withholding  is  to  be  implemented  within  120  days 
of  any  request  made  by  a  State  official  after  the  date  of  enactment. 

Sec.  1207(d).  Withholding  of  Federal  Income  Tax  on  Certain 
Gambling  Winnings 

Under  prior  law,  withholding  of  Federal  income  tax  from  gambling 
winnings  was  not  required  although  information  reports  were  generally 
to  be  submitted  on  winnings  of  ^600  or  more.  The  Act  imposes  with- 
holding at  a  20-percent  rate  on  winnings  of  more  than  $1,000  from 
sweepstakes,  wagering  pools,  and  lotteries  and  from  other  types  of 
gambling  if  the  odds  are  300  to  1  or  more,  with  certain  exceptions. 

First,  the  withholding  does  not  apply  to  winnings  from  slot  ma- 
chines, keno,  and  bingo. 

Second,  in  the  case  of  state-conducted  lotteries,  withholding  applies 
only  to  winnings  of  more  than  $5,000.  State-conducted  sweepstakes 
and  wagering  pools  are  not  included  in  the  $5,000  exemption,  but 
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rather  are  treated  the  same  as  privately-conducted  sweepstakes  and 
wagering  pools  (and  thus  are  subject  to  withholding  on  any  net  win- 
nings exceeding  $1,000).  Under  the  Act,  Congress  intends  that  the 
term  '"wagering  pools"  is  to  include  all  pari-mutuel  betting  pools,  in- 
cluding on-  and  off-track  racing  pools,  and  similar  types  of  betting 
pools. 

Withholding  applies  to  winnings  net  of  the  ticket  price,  taking  into 
account  all  tickets  for  identical  wagers.  For  example,  if  one  $100 
bet  and  two  $50  bets  are  placed  on  a  single  horse  to  win  a  single 
racetrack  event,  any  winnings  from  the  three  tickets  must  be  added 
together  and  the  ticket  prices  of  all  three  tickets  may  be  deducted 
to  determine  net  winnings.  However,  if  the  bets  are  placed  on  different 
horses  or  on  different  events,  the  net  winnings  are  to  be  determined 
separately  for  each  ticket. 

In  addition,  the  Internal  Revenue  Service  is  to  report,  prior  to  1979, 
to  the  House  Committee  on  "Ways  and  Means  and  the  Senate  Com- 
mittee on  Finance  on  the  oj)eration  of  the  present  reporting  system 
(IRS  Fonn  1099)  as  applied  to  winnings  from  keno,  bingo,  and  slot 
machines,  and  is  to  make  a  recommendation  whether  or  not  such  win- 
nings should  be  subject  to  withholding.  In  the  interim,  the  Internal 
Revenue  Service  is  to  modify  the  reporting  requirements  (on  IRS 
Form  1099)  with  respect  to  winnings  from  these  sources.  This  modi- 
fication should  include  a  lower  threshold  for  the  requirement  that  the 
payor  report  payments  to  the  Internal  Revenue  Service  to  the  extent 
that  current  reporting  practices  differ  from  that  set  out  in  the  Internal 
Revenue  Code   (sec.  6041). 

The  withholding  provisions  apply  to  payments  of  winnings  made 
after  the  90th  day  after  the  date  of  enactment  (October  4,  1976). 

Sec.  1207(e).  Withholding  of  Federal  Taxes  on  Certain  Individuals 
Engaged  in  Fishing 

Under  prior  law,  crewmen  on  boats  taking  fish  or  other  forms  of 
aquatic  animal  life  were  usually  treated,  for  tax  purposes,  as  regular 
employees,  not  as  self-employed.  Under  the  Act,  crewmen  on  boats 
engaged  in  taking  fish  or  other  aquatic  animal  life  with  an  operating 
crew  of  fewer  than  ten  are  to  be  treated  as  self-employed  for  Federal 
tax  purposes  if  their  sole  remuneration  is  a  share  of  the  boat's  catch 
(or  the  proceeds  of  the  catch) ,  or,  in  the  case  of  an  operation  involving 
more  than  one  boat,  a  share  of  the  entire  fleet's  catch. 

Also,  the  Act  requires  boat  operators  to  report  the  weight  of  the 
catch  distributed  to  each  crewman,  or,  in  cases  of  distributions  of 
proceeds  of  the  catch,  the  dollar  amount  distributed  to  each  crewman. 
In  addition,  the  retroactive  date  of  the  provision  is  not  to  result  in 
requii-ing  crewmen  who  have  been  treated  as  ordinary  employees  to 
pay  the  liigher  rate  of  social  security  tax  required  of  self-employed 
individuals,  nor  are  refunds  of  the  employer's  share  of  social  security 
taxes  to  be  made  to  boat  operators  in  such  cases.  Otherwise,  the  pro- 
vision is  applicable  to  services  performed  after  December  31,  1971. 

Because  the  status  of  individuals  as  independent  contractors  or  em- 
ployees for  Federal  tax  purposes  presents  an  increasingly  important 
problem  of  tax  administration,  the  Congress  joins  in  the  request  of  the 
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Senate  Finance  Committee  (S.  Kept.  94-938,  p.  604)  that  the  staff  of 
the  Joint  Committee  on  Taxation  make  a  general  study  of  this  area. 
The  designation  of  fishermen  as  "self-employed"  is  for  the  specific  tax 
purpose  only  and  is  not  intended  to  affect  their  rights  to  bargain  col- 
lectively or  their  status  under  the  antitrust  or  other  laws. 

Sec.  1208.  State-Conducted  Lotteries 

Under  prior  law,  an  excise  tax  of  2  percent  was  placed  on  amounts 
wagered,  and  an  annual  occupational  tax  of  $500  was  imposed  on  each 
person  who  is  liable  for  the  wagering  tax.  In  addition,  a  tax  of  $250 
per  year  was  imposed  on  coin  gaming  devices  including  those  which 
dispense  lottery  tickets.  An  exemption  was  provided  for  sweepstakes 
or  lotteries  conducted  by  a  State  where  the  winners  are  determined  by 
a  horse  race. 

The  Act  eliminates  the  rule  that  a  winner  of  State  lotteries  be  deter- 
mined by  a  horse  race  and  an  exemption  from  the  tax  on  gambling 
devices  is  provided  for  State  lotteries.  The  change  is  effective  for 
wagers  made,  or  periods  ending,  after  March  10,  1964. 

Sec.  1209.  Minimum  Exemption  From  Levy  for  Wages,  Salary,  and 
Other  Income 

Prior  law  enumerated  a  relatively  limited  list  of  items  of  a  taxpayer 
which  are  exempt  from  levy  for  taxes.  These  exempt  items  included 
unemployment  benefits  but  not  wages,  salary,  or  other  income  (except 
that  needed  to  pay  pre-levy  court-ordered  child  support).  Prior  law 
also  required  repeated  levies  in  cases  involving  wages  and  salaries. 

The  Act  provides  an  exemption  from  levy  for  a  minimum  amount 
of  an  individual's  wages,  salary,  or  income  derived  from  other  sources. 
In  the  case  of  an  individual  who  is  paid  on  a  weekly  basis,  the  amount 
of  the  exemption  is  $50  per  week,  plus  $15  per  week  for  each  dependent. 
Individuals  who  are  paid  on  other  than  a  weekly  basis  will  have,  as 
nearly  as  possible,  an  equivalent  exemption  from  levy.  The  taxpayer 
must  verify  the  number  of  his  dependents.  In  addition,  a  levy  on  salary 
or  wages  of  a  taxpayer  is  to  be  continuous  from  the  date  the  levy  is 
first  made  until  the  tax  liability  with  respect  to  which  it  is  made  is 
satisfied  or  becomes  unenforceable  because  of  the  lapse  of  time.  The 
Act  applied  with  respect  to  lev^ies  made  after  December  31, 1976.  How- 
ever-, H.R.-1142,  which  passed  the  Congress  on  October  1, 1976,  moved 
the  date  forward  to  February  28, 1977. 

Sec.'i2I0.  Joint  Committee  Refund  Cases 

ITnder  prior  law,  reports  concernir'g  refunds  of  income,  estate,  gift 
and  other  types  of  taxes  were  required  to  be  submitted  to  the  Joint 
Committee  on  Taxation  if  the  refunds  were  in  excess  of  $100,000. 

The  Act  increases  the  jurisdictional  amount  for  Joint  Committee 
refund  cases  to  $200,000.  Also,  the  Act  adds  refunds  of  taxes  on  private 
foundations  and  pension  plans  as  subject  to  the  report  requirements 
and  authorizes  the  Chief  of  Staff  of  the  Joint  Committee  to  conduct  a 
post-audit  review  of  other  cases.  These  provisions  are  effective  gen- 
erally upon  the  date  of  enactment  (October  4,  1976),  except  that  the 
post-audit  review  provision  is  effective  on  January  1, 1977. 


65 

Sec.  1211.  Use  of  Social  Security  Numbers 

Under  prior  law,  a  person  required  to  file  a  Federal  income  tax  re- 
turn had  to  include  a  taxpayer  identification  number  on  tihe  return.  In 
general,  individuals  used  their  social  security  numbers  for  this  pur- 
pose, liowever,  the  Internal  Revenue  Code  did  not  specifically  re- 
quire or  authorize  use  of  the  social  security  number  as  the  identifying 
number  on  Federal  tax  returns.  The  Act  requires  that,  except  as  other- 
wise specified  under  regulations,  an  individual  shall  use  his  social 
security  number  for  Federal  income  tax  purposes.  This  provision 
applies  upon  the  date  of  enactment. 

Under  the  Privacy  Act  of  1974,  it  was  unlawful  for  any  Federal, 
State  or  local  government  agency  to  deny  to  any  individual  any  right, 
benefit,  or  privilege  provided  by  law  because  of  the  individual's  refusal 
to  disclose  his  social  security  number,  except  where  (a)  disclosure  is 
required  by  Federal  statute,  or  (b)  disclosure  is  required  by  a  Federal, 
State  or  local  agency  under  a  statute  or  regulation  prior  to  January  1, 
1975.  The  Act  changes  the  effect  of  the  Privacy  Act  to  permit  a  State 
or  local  government  to  use  social  security  numbers  for  the  purpose  of 
establishing  the  identification  of  individuals  affected  by  any  tax,  gen- 
eral public  assistance,  driver's  license,  or  motor  vehicle  registration 
law  within  its  jurisdiction  and  to  require  an  individual  to  furnish 
his  social  security  number  for  the  purpose  of  administering  tax,  gen- 
eral public  assistance,  driver's  license,  and  motor  vehicle  registration 
laws. 

Under  prior  law,  it  was  a  misdemeanor  to  willfully  and  fraudulently 
use  a  social  security  number  to  obtain  or  to  increase  the  amount  of  a 
benefit  under  any  program  financed  with  Federal  funds.  The  Act 
makes  it  a  misdemeanor  to  willfully  and  fraudulently  use  a  social  secu- 
rity number  for  any  purpose.  The  Act  also  makes  it  a  misdemeanor  for 
any  individual  to  disclose  or  compel  the  disclosure  of  the  social  secu- 
rity number  of  any  person  in  violation  of  the  laws  of  the  United 
States.  These  provisions  apply  upon  the  date  of  enactment. 

Sec.  1212.  Interest  on  Mathematical  Errors  on  Returns  Prepared 
by  IRS 

Under  prior  law,  interest  on  any  underpayment  of  tax  ran  from 
the  original  due  date  (regardless  of  extensions)  to  the  date  on  which 
payment  was  received.  The  Act  authorizes  the  IRS  to  abate  any  por- 
tion of  interest  owed  by  a  taxpayer  as  a  result  of  a  mathematical  error 
on  returns  prepared  by  the  Internal  Revenue  Service  where  the 
amounts  in  question  are  below  tolerance  levels  established  by  the  IRS. 
The  two  principal  factors  to  be  taken  into  account  by  the  IRS  in  estab- 
lishing the  tolerance  levels  are  (1)  the  cost  of  determining,  assessing, 
and  collecting  the  interest  and  (2)  sound  and  equitable  tax  adminis- 
tration. This  provision  of  the  Act  applies  to  returns  filed  for  taxable 
years  beginning  after  the  date  of  enactment. 


TITLE  XIII— TAX-EXEMPT  ORGANIZATIONS 

Sec.  1301.  Modification  of  Foundation  Self-Dealing  Rules  in  1969 
Act  Relating  to  Leased  Property 

Under  present  law,  self-dealing  rules  generally  prevent  sales,  ex- 
changes, or  leases  of  property  between  private  foundations  and  dis- 
qualified persons.  There  are  transitional  rules  for  certain  sales  of  ex- 
cess business  holdings  by  foundations  and  continuation  of  certain 
leases.  Prior  to  the  Act,  there  was  no  transition  rule  which  permitted 
a  sale  of  leased  property  by  a  foundation  to  a  disqualified  person. 

The  Act  permits  a  foundation  to  sell,  exchange,  or  otherwise  dispose 
of  certain  property  to  a  disqualified  person  where  the  property  is  now 
being  leased  to  the  disqualified  person  (pursuant  to  a  binding  con- 
tract which  was  in  effect  on  October  9, 1969)  if  the  foundation  receives 
no  less  than  fair  market  value  for  the  property.  This  provision  ap- 
plies to  dispositions  made  after  the  date  of  enactment  (October  4, 
1976)  and  before  January  1, 1978. 

Sec.  1302.  Private  Foundation  Set-Asides 

Under  prior  law,  an  amount  "set  aside"  by  a  foundation  for  a  special 
project  could  be  treated  as  a  qualifying  distribution  for  the  payout 
requirements  only  if  approved  in  advance  by  the  IRS.  The  founda- 
tion had  to  establish  that  set-asides  would  be  paid  out  for  a  specific 
project  within  5  years  and  that  the  project  could  better  be  accomplished 
by  a  set-aside  than  by  immediate  payment. 

The  Act  retains  the  general  set-aside  rules  (as  indicated  above) 
but  provides  an  alternative  which  permits  set-asides  without  advance 
IRS  approval  under  temporary,  relaxed  rules  which  require  princi- 
pally that — 

(1)  the  set-aside  be  for  a  project  which  will  not  be  completed 
before  the  end  of  the  year ; 

(2)  the  foundation  distributes  in  each  year  after  1975  (or  if 
later,  after  the  end  of  the  fourth  taxable  year  following  its  crea- 
tion) not  less  than  the  required  payout ;  and 

(3)  during  the  4  years  prior  to  the  first  taxable  year  beginning 
after  1975  (or  if  later,  after  the  end  of  the  fourth  taxable  year 
following  its  creation)  the  foundation  has  distributed  an  aggre- 
gate amount  not  less  than  the  sum  of  a  percentage  of  the  regular, 
required  payout  increasing  by  20%   annually. 

The  statute  of  limitations  on  assessments  and  collections  is  held 
open  during  the  extended  payout  period.  This  provision  applies  to 
taxable  years  beginning  on  or  after  January  1, 1975. 

Sec.  1303.  Mandatory  Payout  Rate  for  Private  Foundations 

Under  prior  law,  a  private  foundation  had  to  distribute  for  chari- 
table purposes  the  greater  of  (1)  all  its  adjusted  net  income  or  (2)  an 
annually  determined  variable  percentage  of  its  noncharitable  assets. 

(66) 
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The  percentage  was  set  at  6.75  percent  for  taxable  years  beginning  in 
1976. 

The  Act  reduces  the  mandatory  payout  requirement  to  5  percent  and 
provides  that  this  percentage  is  to  be  permanent.  It  also  establishes 
certain  explicit  rules  for  valuing  a  private  foundation's  noncharitable 
assets  in  determining  the  required  charitable  expenditures  (minimum 
investment  return).  In  determining  the  value  of  securities  for  mini- 
mum charitable  expenditures  purposes,  their  fair  market  value  (deter- 
mined without  regard  to  any  reduction  in  value)  shall  not  be  reduced 
unless,  and  only  to  the  extent  that,  the  private  foundation  establishes 
that  as  a  result  of  (1)  the  size  of  the  block  of  such  securities,  (2)  the 
fact  that  the  securities  are  securities  in  a  closely  held  corporation,  or 
(3)  the  fact  that  the  sale  of  such  securities  would  result  in  a  forced 
or  distress  sale,  the  securities  could  not  be  liquidated  within  a  reason- 
able period  of  time  except  at  a  price  less  than  fair  market  value.  Any 
reduction  in  value  for  any  of  the  three  reasons  shall  not  in  the  aggre- 
gate exceed  10  percent  of  the  fair  market  value  of  the  securities.  The 
Act  applies  to  taxable  years  beginning  after  December  31, 1975. 

Sec.  1304.  Extension  of  Time  To  Amend  Charitable  Remainder 
Trust  Governing  Instruments 

Under  the  Tax  Reform  Act  of  1969,  in  order  for  an  estate  tax 
charitable  deduction  to  be  allowable  for  the  bequest  of  a  remainder 
interest  to  charity,  the  remainder  interest  must  be  in  the  form  of  a 
charitable  remainder  annuity  trust,  a  charitable  remainder  unitrust,  or 
a  pooled  income  fund.  Prior  law  contained  special  transitional  rules 
which  permitted  post-death  modification  of  a  will  or  trust  created  be- 
fore September  21,  1974,  which  contained  a  bequest  of  a  remainder 
interest  to  charity,  to  conform  to  the  new  requirements  of  the  Tax 
Reform  Act  of  1969,  if  the  modification  was  made  before  Decem- 
ber 31,  1975. 

The  Act  extends  the  time  for  modification  of  a  will  or  trust  which 
contains  a  bequest  of  a  remainder  interest  to  charity  to  qualify  for 
an  estate  tax  charitable  deduction  until  December  31,  1977,  and  also 
allows  a  will  or  trust  created  after  September  21,  1974,  and  before 
December  31, 1977  to  qualify  for  the  extension. 

In  making  this  extension.  Congress  stated  that  this  is  to  be  the  last 
extension  of  these  transitional  rules. 

Sec.  1305.  Unrelated  Trade  or  Business  Income  of  Trade  Shows, 
State  Fairs,  etc. 

Under  present  law,  tax-exempt  organizations  are  taxed  on  their 
"unrelated  business  taxable  income".  "Unrelated  business  taxable  in- 
come" had  been  interpreted  prior  to  the  Act  to  include  certain  income 
from  fairs  and  expositions  sponsored  by  tax-exempt  organizations  and 
rental  income  from  display  space  leased  at  a  convention  or  trade  show 
if  the  exhibitor  is  permitted  to  sell  his  wares  at  the  convention  or 
trade  show. 

The  Act  exempts  from  the  unrelated  business  income  tax  the  income 
from  fairs  and  expositions  of  an  exempt  charitable,  social  welfare,  or 
agricultural  organization,  which  operates  a  public  entertainment  ac- 
tivity that  meets  certain  conditions.  In  order  to  qualify  for  the  exemp- 
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tion,  the  organization  must  also  regularly  conduct,  as  one  of  its  sub- 
stantial exempt  purposes,  a  fair  or  exposition  which  is  both  agricul- 
tural and  educational.  Where  the  exemption  applies,  the  conducting 
of  qualified  public  entertainment  activities  will  not  affect  the  tax- 
exempt  status  of  the  sponsoring  organization. 

In  addition,  the  Act  exempts  from  the  unrelated  business  income 
tax  the  income  from  conventions  and  trade  shows  of  certain  exempt 
organizations  (generally,  unions  and  trade  associations)  which  regu- 
larly conducted  as  one  of  their  exempt  purposes  a  convention  or  trade 
show  activity  which  stimulates  interest  in,  and  demand  for,  an  indus- 
try's products  in  general.  There  are  also  a  series  of  conditions  which 
must  be  met  by  a  qualifying  convention  and  trade  show  activity. 

The  provision  applies  to  income  from  fairs  and  expositions  in 
taxable  years  after  1962,  and  to  income  from  conventions  and  trade 
shows  in  taxable  years  beginning  after  the  date  of  enactment  (Octo- 
ber 4,  1976). 

Sec.  1306.  Declaratory  Judgments  Regarding  Tax-Exempt  Status 
of  Charitable,  etc.,  Organizations 

Prior  to  the  Act,  the  Tax  Court  could  hear  declaratory  judgment 
suits  only  on  the  tax  status  of  employee  retirement  plans.  In  no  other 
case  could  an  individual  or  an  organization  seek  a  declaratory  judg- 
ment as  to  an  organization's  tax-exempt  status. 

Under  the  Act,  the  Federal  District  Court  for  the  District  of  Colum- 
bia, the  U.S.  Court  of  Claims,  and  the  United  States  Tax  Court  are 
granted  jurisdiction  in  a  suit  brought  by  an  organization  in  an  actual 
controversy  in  a  case  involving  an  IRS  determination  (or  failure  to 
make  a  determination)  with  respect  to  the  organization's  tax-exempt 
status  as  a  qualified  charitable  contribution  donee,  as  a  private 
foundation,  or  as  a  private  operating  foundation.  The  Act  applies  to 
pleadings  filed  more  than  6  months  after  the  date  of  enactment  but 
only  with  respect  to  IRS  determinations  (or  requests  for  determina- 
tions) made  after  January  1, 1976. 

Sec.  1307.  Lobbying  by  Public  Charities 

Under  prior  law,  an  organization  could  not  be  exempt  from  income 
tax  and  could  not  receive  deductible  contributions  as  a  charity  unless 
"no  substantial  part  of  the  activities  of  [the  organization]  is  carry- 
ing on  propaganda,  or  otherwise  attempting,  to  influence  legislation." 

The  Act  provides  a  new  elective  set  of  tests  and  requirements  for 
determining  whether  an  organization,  exempt  from  tax  under  section 
501(c)  (3),  has  engaged  in  excessive  lobbying  activities  sufficient  to 
cause  it  to  lose  its  tax  exemption  and  qualification  for  receiving  de- 
ductible contributions.  In  general,  the  new  tests  and  requirements 
cannot  be  elected  by  churches,  organizations  affiliated  with  churches, 
certain  "support"  organizations  (described  in  sec.  509(a)  (3)),  or  by 
private  foundations.  The  "substantiality"  test  of  prior  law  continues 
to  apply  to  nonelecting  and  ineligible  organizations. 

Under  the  new  rules,  a  public  charitable  tax-exempt  organization 
may  elect  to  replace  the  present  "substantial  part  of  activities"  test 
with  a  sliding-scaJe  limitation  on  lobbying  activities  defined  in  terms 
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of  expenditures  for  influencing  legislation,  which  allows  proportion- 
ately less  expenditures  for  larger  organizations.  The  basic  permitted 
level  of  expenditures  is  20  percent  of  the  first  $500,000  of  the  organi- 
zation's exempt  purpose  expenditures  for  the  year,  plus  15  percent 
of  the  second  $500,000,  plus  10  percent  of  the  third  $500,000,  plus 
5  percent  of  any  additional  expenditures.  Within  these  limits,  no 
more  than  one-quarter  is  permitted  for  so-called  "grassroots  lobbying" 
(that  is,  attempts  to  influence  the  general  public  on  legislative 
matters).  In  no  event  can  an  organization's  lobbying  expenditures 
exceed  $1  million  for  any  one  year.  To  forestall  the  creation  of 
numerous  organizations  to  avoid  the  effects  of  the  expenditure  tests 
or  the  $1  million  limitation,  affiliation  rules  are  provided  which 
aggregate  the  expenditures  of  related  organizations.  In  addition,  a 
person  may  not  deduct  out-of-pocket  expenditures  incurred  on  behalf 
of  a  charitable  organization  if  the  expenditures  are  made  to  influence 
legislation  and  if  the  organization  is  eligible  to  elect  the  new  expendi- 
ture tests. 

An  electing  organization  which  exceeds  any  of  the  expenditure 
limitations  in  a  taxable  year  will  incur  an  excise  tax  of  25  percent 
of  its  excessive  lobbying  expenditures.  If  an  electing  organization's 
lobbying  expenditures  exceed  the  expenditure  limitations  by  more 
than  50  percent  over  a  4-year  period,  the  organization  will  lose  its 
tax-exempt  status  under  section  501(c)(3).  An  organization  which 
has  lost  its  exempt  status  under  section  501(c)(3)  due  to  excessive 
lobbying  cannot  become  an  exempt  organization  under  section  501 

(c)(4). 

The  Act  also  requires  an  electing  orsranization  to  disclose  on  its  in- 
formation return  the  amount  of  its  lobbying  expenditures  (total  and 
grassroots),  together  with  the  amount  that  it  could  have  spent  for 
these  purposes  without  the  imposition  of  the  new  excise  tax.  If  an 
electing  organization  is  a  member  of  an  affiliated  group,  then  this  in- 
formation must  be  provided  with  respect  to  the  electing  organization 
and  the  entire  group. 

In  general,  these  new  rules  apply  to  taxable  years  beginning  after 
December  31,  1976.  However,  the  rule  which  provides  that  a  section 
501(c)(3)  organization  that  loses  its  tax-exempt  status  due  to  ex- 
cessive lobbying  cannot  become  a  section  501(c)  (4)  organization  ap- 
plies to  activities  occurring  after  the  date  of  enactment. 

Sec.    1308.    Tax    Liens,    etc.,    Not    To    Constitute    "Acquisition 
Indebtedness" 

Generally,  an  exempt  organization  is  taxed  on  investment  income 
only  to  the  extent  there  is  "acquisition  indebtedness"  on  the  investment 
property  generating  the  income.  The  Internal  Revenue  Service  has 
taken  the  position  that,  under  prior  law,  special  assessments  (pay- 
able in  installments)  imposed  by  a  State  or  local  governmental  unit 
constitute  acquisition  indebtedness. 

The  Act  provides  that  amounts  of  indebtedness  for  taxes  or  special 
assessments  by  State  or  local  governmental  units  and  secured  by  a 
lien  on  property  are  not  acquisition  indebtedness  until,  and  to  the 
extent  that,  the  amounts  become  due  and  payable  and  the  organiza- 
tion has  had  an  opportunity  to  pay  them.  This  provision  applies  to  all 
taxable  years  ending  after  December  31, 1969. 
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Sec.  1309.  Extension  of  Private  Foundation  Transitional  Rule 
For  Sale  of  Business  Holdings 

Under  prior  law,  the  self-dealing  rales  for  private  foundations  con- 
tained a  transition  rale  which  expired  on  January  1,  1975.  This  rule 
permitted  private  foundations  to  sell,  exchange,  or  otherwise  dispose 
of,  certain  "nonexcess"  business  holdings  to  disqualified  persons. 

The  Act  extends  the  period  for  application  of  this  transitional  nde. 
This  provision  applies  to  dispositions  occurring  after  the  date  of 
enactment  (October  4,  1976)  and  before  January  1,  1977. 

Sec.  1310.  Imputed  Interest  on  Private  Foundations 

Prior  law  required  each  private  non-operating  foundation  to  dis- 
tribute annually  an  amount  equal  to  the  greater  of  the  foundation's 
adjusted  net  income  or  its  minimum  investment  return.  Adjusted  net 
income  includes  imputed  interest. 

The  Act  excludes  from  a  private  foundation's  adjusted  net  income 
amounts  of  imputed  interest  on  sales  made  prior  to  January  1,  1970. 
This  provision  applies  to  taxable  vears  ending  after  the  date  of  enact- 
ment (October  4,  1976). 

Sec.  1311.  Certain  Hospital  Services 

Under  prior  law,  income  received  by  tax-exempt  hospitals  from 
providing  services  to  other  tax-exempt  hospitals  was  taxed  as  "un- 
related business  taxable  income." 

The  Act  exempts  from  the  tax  on  unrelated  business  income  the  in- 
come that  a  tax-exempt  hospital  receives  for  providing  certain  services 
to  other  small  tax-exempt  hospitals,  each  serving  100  or  fewer  in- 
patients, to  the  extent  that  the  services  are  provided  at  a  fee  or  other 
charge  that  does  not  exceed  the  actual  cost  of  providing  those  services 
plus  a  reasonable  amount  for  a  return  on  the  capital  goods  used  in 
providing  those  services.  For  this  purpose,  the  actual  cost  of  provid- 
ing the  services  includes  straight-line  depreciation.  This  provision  ap- 
plies to  all  open  years  under  the  1954  Code. 

Sec.  1312.  Clinical  Services  of  Cooperative  Hospitals 

Under  present  law,  cooperative  organizations  providing  certain 
specified  services  for  tax-exempt  hospitals  are  also  tax-exempt  orga- 
nizations. However,  prior  to  the  Act,  the  specified  permissible  services 
did  not  include  clinical  services. 

The  Act  adds  clinical  services  to  the  specified  services  permitted 
to  be  performed  by  a  tax-exempt  cooperative  service  organization, 
effective  for  taxable  years  ending  after  December  31,  1976. 

Sec.  1313.  Exemption  of  Certain  Amateur  Athletic  Organizations 
From  Tax 

Under  existing  law,  athletic  organizations  which  teach  youth  or 
which  are  affiliated  with  charitable  organizations  may  be  exempt  under 
section  501  (c)(3)  and  may  receive  tax-deductible  contributions.  Under 
prior  law,  certain  other  organizations  which  foster  national  or  interna- 
tional amateur  sports  competition  were  exempt  from  taxation  under 
other  provisions  (such  as  sec.  501(c)  (4)  or  (6))  but  often  did  not 
qualify  to  i"eceive  tax-deductible  contributions. 
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The  Act  permits  an  organization  the  primary  purpose  of  which 
is  to  foster  national  or  international  amateur  sports  competition  to 
qualify  as  an  organization  described  in  section  501(c)  (-^)  and  to 
receive  tax-deductible  contributions.  However,  to  qualify  for  tax  ex- 
emption as  a  charitable  organization  and  for  the  receipt  of  deductible 
contributions,  the  organization  must  not  make  available  athletic  equip- 
ment or  facilities.  This  restriction  is  intended  to  prevent  the  allowance 
of  these  benefits  for  organizations  which,  like  social  clubs,  provide 
facilities  and  equipment  for  their  members.  This  provision  is  not  in- 
tended to  adversely  affect  the  qualification  for  charitable  tax-exempt 
status  or  tax  deductible  contributions  of  any  organization  which  would 
qualify  under  the  standards  of  prior  law.  This  provision  applies  on 
the  day  after  the  date  of  enactment  (October  4,  1976). 


TITLE  XVI— CAPITAL  GAINS  AND  LOSSES 

Sec.  1401.  Capital  Loss  Offset  Against  Ordinary  Income 

Capital  losses  are  deductible  in  full  against  capital  gains.  Under 
prior  law,  individuals  could  deduct  the  excess  of  capital  losses  over 
capital  gains  against  up  to  $1,000  of  ordinary  income  each  year,  with 
an  unlimited  carryover  to  future  years. 

The  Act  raises  the  amount  of  ordinary  income  against  which  capital 
losses  may  be  offset  to  $2,000  in  1977,  and  to  $3,000  in  1978  and 
subsequent  years. 

Sec.  1402.  Holding  Period  for  Long-Term  Capital  Gains 

The  Act  lengthens  the  holding  period  defining  long-term  capital 
gains  and  losses  from  6  months  to  9  months  in  1977,  and  to  one  year 
in  1978  and  subsequent  years.  Agricultural  commodity  futures  con- 
tracts will  retain  the  6-month  holding  period.  In  addition,  the  require- 
ment of  prior  law  that  certain  timber  be  treated  as  sold  on  the  first 
clay  of  the  calendar  year  in  which  that  timber  is  cut  is  deleted. 

Sec.  1403.  Capital  Loss  Carryover  for  Mutual  Funds 

The  Act  extends  the  capital  loss  carryover  period  for  mutual  funds 
from  5  years  to  8  years.  This  provision  applies  to  loss  years  ending 
after  December  31, 1969. 

Sec.  1404.  Gain  on  Sale  of  Residence  by  Elderly 

Under  prior  law,  if  a  taxpayer  who  had  attained  age  65  sold  his 
principal  residence,  he  could  exclude  from  income  the  entire  gain  on 
the  sale  if  the  adjusted  sales  price  were  $20,000  or  less.  However,  if  the 
adjusted  sales  price  exceeded  $20,000,  he  could  exclude  only  that  por- 
tion of  the  gain  which  $20,000  bore  to  the  adjusted  sales  price. 

The  Act  increases  the  $20,000  amount  to  $35,000.  The  provision 
applies  to  taxable  years  beginning  after  December  31,  1976. 
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TITLE  XV— PENSION  AND  INSURANCE  TAXATION 

Sec.  1501.  Individual  Retirement  Account  (IRA)  for  Spouse 

Under  prior  law,  the  IRA  deduction  could  not  exceed  $1,500  or  15 
percent  of  compensation  (whichever  is  less),  so  that  a  person  without 
earned  income  was  not  allowed  an  IRA  deduction.  The  IRA  deduction 
was  not  allowed  to  a  person  for  a  contribution  to  the  IRA  of  another 
person. 

lender  the  Act,  an  individual  with  compensation  (and  who  is  eli- 
gible to  deduct  IRA  contributions)  can  contribute  up  to  $875  to  his 
own  IRA  and  $875  to  an  IRA  separately  owned  by  his  spouse  or  can 
contribute  up  to  $1,750  to  an  IRA  which  credits  $875  to  a  subaccount 
for  the  husband  and  $875  to  a  subaccount  for  his  wife.  (The  single 
account  with  two  subaccounts  could  be  considered  a  common  invest- 
ment fund.)  Under  the  Act,  although  the  spouses  own  separate  sub- 
accounts, each  could  have  a  right  of  survivorship  with  respect  to  the 
subaccount  of  the  other.  As  under  prior  law,  the  deduction  is  limited  to 
15  percent  of  compensation.  Under  the  Act,  an  IRA  deduction  is 
allowed  under  the  new  rules  or  the  prior  rules  (but  not  both).  The 
provision  applies  to  taxable  years  beginning  after  December  31,  1976. 

Sec.  1502.  Limitation  on  Contributions  to  Certain  H.R.  10  Plans 

Under  prior  law,  a  self-employed  individual  could  set  aside  up  to 
$750  of  self-employment  income  in  an  H.R.  10  plan  without  regard 
to  the  usual  rule  limiting  H.R.  10  plan  contributions  to  15  percent 
of  self-employment  income.  However,  due  to  a  technical  problem,  a 
plan  could  have  been  disqualified  if  the  contribution  exceeded  25 
percent  of  the  individual's  self-employment  income. 

The  Act  allows  a  self-employed  individual  to  set  aside  up  to  $750 
of  self -employment  income  in  an  H.R.  10  plan  without  regard  to  the 
usual  15-percent  limitation  or  the  25-percent  limitation.  The  exception 
only  applies  if  the  individual's  adjusted  gross  income  does  not  exceed 
$15,000.  The  provision  applies  to  years  beginning  after  December  31, 
1975. 

Sec.  1503.  Retirement  Deductions  for  Members  of  Armed  Forces 
Reserves,  National  Guard  and  Volunteer  Firefighters 

Prior  law  provided  that  a  participant  in  a  governmental  plan  was 
not  allowed  a  deduction  for  an  IRA  contribution  so  that  the  deduction 
was  not  allowed  to  members  of  the  Armed  Forces  Reserves  or  National 
Guard  covered  by  a  military  retirement  plan  or  to  members  of  a  volun- 
teer fire  department  covered  by  a  governmental  plan  for  firefighters. 

The  Act  allows  a  member  of  the  Armed  Forces  Reserves  or  National 
Guard  to  qualify  for  an  IRA  deduction  for  a  year  (if  otherwise  quali- 
fied) despite  participation  in  the  military  retirement  plan  if  the  mem- 
ber has  90  or  fewer  days  of  active  duty  (other  than  for  training) 
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during  the  year.  It  also  extends  the  deduction  for  contributions  to  an 
IRA  to  an  individual  who  would  be  eligible  for  an  IRA  but  for  mem- 
bership in  a  volunteer  fire  department  or  in  a  governmental  plan  for 
volunteer  firefighters.  The  deduction  is  limited  to  firefighters  who  have 
not  accrued  an  annual  benefit  in  excess  of  $1,800  (when  expressed  as  a 
single  life  annuity  payable  at  age  65)  under  a  firefighters'  plan.  The 
provision  applies  to  taxable  years  beginning  after  December  31,  1975. 

Sec.  1504.  Tax-Exempt  Annuity  Contracts  in  Closed-End  Mutual 
Funds 

Under  prior  law,  ?  mounts  contributed  by  certain  tax-exempt  orga- 
nizations and  educational  institutions  to  provide  annuities  for  em- 
ployees were  not  included  in  the  income  of  the  employees  if  the 
contributions  were  invested  in  open-end  mutual  funds  (and  used  to 
provide  a  retirement  benefit),  or  used  to  purchase  annuity  contracts. 
(An  open-end  mutual  fund  is  a  regulated  investment  company  which 
issues  redeemable  shares.)  The  Act  extends  prior  law  by  allowing  con- 
tributions for  tax-sheltered  annuities  to  be  made  to  closed-end  invest- 
ment companies  as  well  as  to  open-end  mutual  funds  and  annuity  con- 
tracts. (A  closed-end  investment  company  is  a  regulated  investment 
company  which  issues  nonredeemable  shares. )  The  provision  applies  to 
taxable  years  begining  after  December  31, 1975. 

Sec.  1505.  Pension     Fund     Investments    in     Segregated     Asset 
Accounts  of  Life  Insurance  Companies 

Under  existing  law,  a  segregated  asset  account  could  serve  as  an 
investment  account  and  reserve  for  an  insurance  contract  providing 
for  annuities  under  which  the  premiums  or  benefits  depend  on  the 
performance  of  the  assets  in  the  account. 

The  Act  clarifies  present  law  by  allowing  a  qualified  pension  plan 
to  invest  in  an  insurance  contract  with  a  segregated  asset  account  even 
though  the  contract  does  not  provide  annuities.  A  pension  fund  can 
invest  assets  in  such  an  account  in  lieu  of  a  trust  if  the  investment  is 
otherwise  permitted  under  law.  The  Act  also  clarifies  the  treatment  of 
pension  fund  investments  in  nonsegregated  accounts.  The  provision 
applies  for  taxable  years  beginning  after  December  31,  1975. 

Sec.  1506.  Study  of  Salary  Reduction  Pension  Plans 

On  December  6,  1972,  the  IRS  issued  proposed  regulations  which 
would  have  changed  the  tax  treatment  of  salary  reduction,  cafeteria, 
and  cash  or  deferred  profit-sharing  plans.  In  order  to  allow  time  for 
Congressional  study  of  these  areas,  section  2006  of  ERISA  provided 
for  a  temporary  freeze  of  the  status  quo  until  December  31,  1976. 

Under  the  Act,  the  temporary  freeze  of  the  status  quo  (under  which 
plans  established  before  June  27, 1974,  are  governed  by  the  law  in  effect 
prior  to  the  1972  proposed  regulations)  is  extended  until  January  1, 
1978. 

Sec.  1507.  Consolidated  Returns  for  Life  and  Mutual  Insurance 
Companies 

Under  prior  law,  life  insurance  companies  could  not  file  consoli- 
dated returns  with  non-life  companies.  In  addition,  mutual  casualty 
insurers  were  effectively  precluded  from  filing  consolidated  returns 
with  other  types  of  companies. 
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The  Act  allows  life  insurance  companies  and  other  mutual  insur- 
ance companies  to  file  consolidated  returns  with  other  companies  be- 
ginning in  1981,  subject  to  certain  rules.  First,  consolidated  returns 
may  be  filed  by  a  life  company  and  another  company  only  where  they 
have  been  affiliated  for  the  preceding  5  years.  Second,  the  amount  of 
any  non-life  company  loss  which  may  be  so  applied  against  life  com- 
pany income  in  1981  and  the  proportion  of  the  life  insurance  company 
income  which  may  be  so  offset  in  1981  is  limited  to  25  percent.  Third, 
in  1982  the  percentage  referred  to  above  is  to  be  30  percent,  and  there- 
after the  percentage  is  to  be  35  percent.  Fourth,  nonlife  losses  ac- 
cumulated before  consolidation  cannot  be  applied  against  life  company 
income  after  consolidation. 

Sec.  1508.  Guaranteed  Renewable  Life  Insurance  Contracts 

Under  present  law,  a  life  insurance  company  can  deduct  10  percent 
of  the  increase  in  its  reserves  for  nonparticipating  contracts  for  a 
taxable  year  or,  if  greater,  3  percent  of  the  premiums  for  the  year 
(excluding  the  portion  of  the  premiums  which  was  allocable  to  annuity 
features)  attributable  to  nonparticipating  contracts  (other  than  group 
contracts)  if  the  policies  are  issued  or  renewed  for  at  least  5  years. 

The  Act  provides  that  the  time  for  which  a  policy  is  issued  or  re- 
newed includes  the  period  for  which  the  insurer  guarantees  that  the 
policy  is  renewable  by  the  policyholder.  The  provision  applies  to  tax- 
able years  beginning  after  1957. 

Sec.  1509.  Study  of  Expanded  Participation  in  Individual  Retire- 
ment Accounts 

Under  present  law,  an  individual  who  is  an  active  participant  in 
a  qualified  pension,  etc.,  plan,  a  tax-sheltered  annuity,  or  a  govern- 
mental plan  cannot  make  deductible  contributions  to  an  IRA. 

The  Act  ])rovides  that  the  staff'  of  the  Joint  Committee  on  Taxation 
is  to  study  the  concept  of  allowing  an  IRA  deduction  to  a  participant 
in  a  qualified  plan  or  tax-sheltered  annuity.  The  staff  is  to  report  its 
findings  to  the  Ways  and  Means  Committee  of  the  House  and  the 
Finance  Committee  of  the  Senate. 

Sec.  1510.  Taxable   Status   of   Pension    Benefit   Guaranty    Cor- 
poration 

Under  present  law,  a  corporation  organized  under  an  Act  of  Con- 
gress is  not  generally  exempt  from  Federal  taxation  unless  that  Act  so 
provides.  The  Pension  Benefit  Guaranty  Corporation  was  not  specifi- 
cally exempted  from  Federal  taxation  by  ERISA  (The  Employee  Re- 
tirement Income  Security  Act  of  1974).  The  Act  amends  ERISA  to 
clarify  the  intent  of  Congress  that  the  Pension  Benefit  Guaranty  Cor- 
poration is  to  be  exempt  from  all  Federal  taxation  except  taxes  im- 
posed under  the  Federal  Insurance  Contributions  Act  (social  security 
taxes)  and  the  Federal  Unemployment  Tax  Act  (unemployment 
taxes).  The  exemption  applies  from  September  2,  1974  (the  date  of 
enactment  of  ERISA) . 

Sec.  1511.  Level  Premium  Plans  Covering  Owner-Employees 

Under  present  law  providing  specifically  for  H.R.  10  plans,  an 
owner-employee  covered  by  such  a  plan  can  contribute  each  year  an 
amount  in  excess  of  the  general  H.R.  10  percentage  limit  (15  percent 
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of  earned  income)  to  a  plan  funded  with  level  premium  anuity  con- 
tracts, if  the  fixed  premium  does  not  exceed  $7,500  and  does  not  exceed 
the  owner-employee's  three-year  average  of  deductible  amounts.  The 
amount  in  excess  of  15  percent  of  the  owner-employee's  earned  income 
is  not  deductible.  Under  prior  law,  a  separate  provision  for  all  quali- 
fied plans,  including  level  premiums  H.li.  10  plans,  limited  contribu- 
tions to  25  percent  of  earned  income. 

The  Act  allows  the  owner-employee  to  make  such  level  payments 
without  regard  to  the  overall  25-percent  limitation  and  adds  rules 
regarding  the  treatment  of  contributions  under  the  anti-discrimina- 
tion rules  applicable  to  pension  plans.  The  rule  applies  for  years  be- 
gining  after  December  31,  1975  (the  effective  date  of  the  overall 
limitation). 

Sec.  1512.  Lump-Sum  Distributions  From  Pension  Plans 

Under  present  law,  the  part  of  a  lump-sum  distribution  earned 
before  1974  is  treated  as  capital  gain  and  the  post- 1973  part  is  taxed,  if 
the  taxpayer  elects,  as  ordinary  income  in  a  "separate  basket",  with 
10-year  income  averaging.  If  the  election  is  not  made,  the  post- 1973 
part  of  the  distribution  is  taxed  as  ordinary  income  under  the  usual 
rules. 

Under  the  Act,  a  taxpayer  may  irrevocably  elect  to  treat  all  of  a 
lump  sum  distribution  as  if  it  were  earned  after  1973  so  that  it  Avill  be 
taxed  as  ordinary  income  in  a  separate  basket,  with  10-year  income 
averaging.  The  election  applies  to  distributions  made  after  1975  in 
taxable  years  beginning  after  December  31, 1975. 


TITLE  XVI— REAL  ESTATE  INVESTMENT  TRUSTS 

Sec.  1601.  Deficiency  Dividend  Procedure 

Under  present  law,  a  REIT  is  provided  the  same  general  conduit 
treatment  that  applies  to  a  mutual  fund.  If  a  trust  qualifies  as  a  REIT, 
income  of  the  REIT  which  is  distributed  to  investors  is  taxed  to  them 
and  not  to  the  REIT.  A  REIT  was  required  to  distribute  at  least  90 
percent  of  its  REIT  taxable  income  in  the  year  earned  or  the  next 
succeeding  year.  Failure  to  meet  the  distribution  requirement  resulted 
in  loss  of  REIT  status. 

The  Act  provides  for  a  deficiency  dividend  procedure  which  permits 
qualifying  distributions  to  be  made  in  subsequent  years  when  an  ad- 
justment by  the  IRS  occurs  that  either  increases  the  amount  which 
the  REIT  is  required  to  distribute  to  meet  the  distribution  require- 
ment or  decreases  the  amount  of  dividends  previously  distributed  for 
that  year.  This  deficiency  dividend  procedure  is  available  only  where 
the  entire  amount  of  the  adjustment  was  not  due  to  fraud  with  intent 
to  evade  tax  or  willful  failure  to  file  an  income  tax  return.  In  addition, 
the  Act  imposes  a  penalty  on  the  amount  of  the  adjustment  to  the 
extent  that  the  deficiency  dividend  deduction  is  allowed.  This  provi- 
sion is  effective  for  determinations  occurring  after  the  date  of  enact- 
ment (October  4, 1976). 

Sec.  1602.  Failure  To  Meet  Income  Source  Tests 

Under  present  law,  a  REIT  is  required  to  derive  annually  at 
least  90  percent  of  its  gross  income  from  certain  passive  sources  and 
at  least  75  percent  of  its  gross  income  from  certain  real  estate  sources. 
Prior  to  the  Act,  failure  to  meet  these  requirements  resulted  in 
disqualification. 

The  Act  provides  that  failure  to  meet  the  75-percent  or  90-percent 
requirements  will  not  result  in  disqualification  if  (1)  the  REIT  sets 
forth  the  source  and  nature  of  its  gross  income  in  its  return,  (2)  the 
inclusion  of  any  incorrect  information  in  this  schedule  is  not  due  to 
fraud  with  intent  to  evade  tax,  and  (3)  the  failure  to  meet  the  income 
source  requirements  is  due  to  reasonable  cause  and  not  due  to  willful 
neglect.  In  addition,  the  Act  imposes  a  100-percent  tax  on  the  net  in- 
come attributable  to  the  greater  of  the  amount  by  which  the  REIT 
fails  the  75-percent  or  90-percent  requirements.  This  provision  is 
effective  for  determinations  made,  and  taxable  years  beginning,  after 
the  date  of  enactment  (October  4,  1976). 

Sec.  1603.  Treatment  of  Property  Held  for  Sale  to  Customers 

Under  prior  law,  a  REIT  was  not  perrnitted  to  hold  any  property 
(other  than  foreclosure  property)  primarily  for  sale  to  customers  in 
the  ordinary  course  of  its  trade  or  business.  Failure  to  meet  the  re- 
quirement resulted  in  disqualification. 

The  Act  eliminates  the  prohibition  against  holding  property  for 
sale  to  customers.  Instead,  it  imposes  a  100-percent  tax  on  the  net 
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income  from  such  property  (other  than  foreclosure  property).  This 
provision  is  generally  effective  for  taxable  years  beginning  after  the 
date  of  enactment.  In  addition,  a  REIT  can  elect  to  apply  this  pro- 
vision with  respect  to  determinations  occurring  after  the  date  of 
enactment  (October 4,  1976). 

Sec.  1604.  Certain  Other  Changes  in  Limitations  and  Requirements 
(a).  Increase  in  90-Percent  Gross  Income  Requirement  to 
95  Percent 

Under  prior  law,  in  order  to  qualify  for  HEIT  status,  the  trust  had 
to  derive  at  least  90  percent  of  its  income  from  certain  passive  sources. 

The  Act  increases  the  percentage  of  gross  income  that  must  be 
derived  from  certain  passive  sources  from  90  percent  to  95  percent 
effective  for  taxable  years  beginning  after  1979. 

(b).  Change  in  Definition  of  "Rents  From  Real  Property" 

Under  present  law,  "rents  from  real  property"  qualify  for  both  the 
75-percent  and  90-percent  requirements.  Prior  to  the  Act,  "rents  from 
real  property"  did  not  include  (1)  amounts  received  for  customary 
services  if  separate  charges  were  made  for  such  services,  (2)  amounts 
attributable  to  the  rental  of  personal  property  even  if  incidental  to  the 
rental  of  real  property,  and  (3)  amounts  which  were  contingent  upon 
the  net  income  or  profits  of  anybody  deriving  income  from  property. 

The  Act  modifies  the  definition  of  "rents  from  real  property"  to 
include  (1)  amounts  received  for  customary  services  even  if  se]>arate 
charges  are  made  for  such  services  and  (2)  amounts  attributable  to 
personal  property  incidental  to  the  rental  of  real  property  if  the 
amount  allocable  to  personal  property  is  less  than  15  percent  of  total 
rent.  In  addition,  the  Act  provides  that  where  a  REIT  leases  to  a  prime 
tenant  with  a  rent  based  on  a  percentage  of  the  prime  tenant's  gross 
receipts  and  the  prime  tenant  subleases  to  a  subtenant  with  a  rent 
based  on  a  percentage  of  the  subtenant's  net  income  or  profits,  only 
a  portion  of  the  rent  received  from  the  prime  tenant  does  not  qualify 
as  "rents  from  real  property."  This  provision  is  effective  for  taxable 
years  beginning  after  the  date  of  enactment  (October  4,  1976). 

(c).  Change  in  Distribution  Requirements 

Under  prior  law,  in  order  to  qualify  for  REIT  status,  a  trust  had  to 
distribute  90-percent  of  its  REIT  taxable  income.  If  a  trust  qualifies 
for  REIT  status,  the  nonqualifying  income  was  not  subject  to  tax  at 
the  REIT  level  if  such  income  was  distributed  to  its  shareholders. 

The  Act  increases  the  distribution  requirement  from  90  percent  to 
95  percent  for  taxable  years  beginning  after  1979. 

(d).  Termination  or  Revocation  of  Election 

Under  prior  law,  a  REIT  which  lost  its  status  as  a  REIT  in  one 
year  could  requalify  in  the  next  subsequent  year  even  if  the  REIT 
purposefully  did  not  qualify  in  the  preceding  year. 

The  Act  provides  that  a  REIT  which  voluntarily  disqualifies  itself 
from  REIT  status  cannot  requalify  for  5  years.  This  provision  is 
generally  effective  for  taxable  years  beginning  after  the  date  of 
enactment  (October  4,  1976). 
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Sec.  1605.  Excise  Tax  on  Distributions  Made  After  Taxable  Year 

Under  present  law,  a  REIT  can  elect  to  treat  dividends  paid  dur- 
ing one  year  as  qualifying  distributions  for  the  next  preceding  year 
even  though  the  REIT's  shareholders  are  not  taxed  until  the  distribu- 
tion is  received. 

The  Act  imposes  an  excise  tax  on  a  REIT  to  the  extent  that  it  fails 
to  distribute  75  percent  of  the  income  it  is  required  to  distribute 
during  the  year  the  income  is  earned.  The  excise  tax  is  effective  for 
taxable  years  beginning  after  1979. 
Sec.  1606.  Allowance  of  Net  Operating  Loss  Carryover 

Under  prior  law,  a  REIT  was  not  allowed  to  use  a  net  operating 
loss  carryover  to  reduce  its  taxable  income  and  distribution  require- 
ments. 

The  Act  allows  the  net  operating  loss  deduction  to  a  REIT  for 
carryovers  but  not  carrybacks.  This  provision  is  generally  effective  for 
taxable  years  ending  after  the  date  of  enactment  (October  4,  1976). 

Sec.  1607.  Alternative  Tax  in  Case  of  Capital  Gains 

Under  present  law,  a  REIT  is  taxed  at  a  flat  30-percent  rate  on  its 
net  capital  gains  less  amounts  of  net  capital  gain  distributed  to  share- 
holders. However,  under  prior  law,  it  could  not  reduce  its  net  capital 
gains  by  ordinary  losses  as  is  permitted  ordinary  corporations. 

The  Act  permits  a  REIT  to  reduce  its  net  capital  gains  by  its  ordi- 
nary losses  if  it  does  not  use  the  alternative  tax  (30  percent)  on  net 
capital  gains.  This  provision  is  effective  for  taxable  years  ending  after 
the  date  of  enactment  (October  4,  1976). 


TITLE  XVII— RAILROAD  AND  AIRLINE  PROVISIONS 

Sec.  1701(a).  Railroad  Ties 

Railroads  generally  use  retirement-replacement  depreciation  for 
track  costs  under  which  original  track  costs  are  capitalized  and  later 
replacements  are  entirely  or  partly  deducted  currently. 

The  Act  allows  a  taxpayer  using  the  retirement-replacement  method 
for  track  costs  to  claim  a  current  deduction  for  costs  of  replacing  one 
type  of  railroad  tie  with  another  type  of  tie. 

Sec.  1701(b).  Investment  Credit  Limitation  for  Railroads 

The  amount  of  any  investment  credits  which  may  be  used  for  any 
taxable  year  is  generally  limited  to  50  percent  of  tax  liability  for  that 
year.  Public  utilities,  however,  are  allowed  to  use  their  credits  up  to 
100  percent  of  tax  liability  for  taxable  years  ending  in  1975  and  1976 
and  in  percentages  which  are  reduced  annually  by  10  percentage  points 
for  later  years  until  1981,  when  the  limitation  returns  to  50  percent. 

The  Act  allows  railroads  to  take  investment  credits  up  to  100  percent 
of  tax  liability  for  taxable  years  ending  in  1977  and  1978  with  annual 
reductions  of  10  percentage  points  thereafter  until  the  limitation  re- 
turns to  50  percent  for  taxable  years  ending  after  1982.  Only  a  rail- 
road, and  not  a  lessor  of  railroad  property,  is  entitled  to  this  tem- 
porary increase  in  the  investment  credit  limitation. 

Sec.  1702.  Amortization  of  Railroad  Grading  and  Tunnel  Bores 

Domestic  railroad  common  carriers  may  generally  amortize  railroad 
grading  and  tunnel  bores  placed  in  service  after  1968  on  a  straight- 
line  basis  over  a  50-year  period. 

The  Act  extends  this  same  treatment  on  an  elective  basis  to  railroad 
grading  and  tunnel  bores  placed  in  service  before  January  1,  1969. 
This  provision  applies  to  taxable  years  begimiing  after  December  31, 
1974. 

Sec.  1703.  Investment  Credit  Limitation  for  Airlines 

The  amount  of  any  investment  credits  which  may  be  used  for  any 
taxable  year  is  generally  limited  to  50  percent  of  tax  liability  for  that 
year.  Public  utilities,  however,  are  allowed  to  use  their  credits  up  to 
100  percent  of  tax  liability  for  taxable  years  ending  in  1975  and  1976 
and  in  percentages  which  are  reduced  annually  by  10  percentage  points 
for  later  years  until  1981,  when  the  limitation  returns  to  50  percent. 

The  Act  allows  all  common  carrier  airlines  to  take  investment  cred- 
its up  to  100  percent  of  tax  liability  for  taxable  years  ending  in  1977 
and  1978  with  annual  reductions  of  10  percentage  points  thereafter 
until  the  limitation  returns  to  50  percent  for  taxable  years  ending  in 
after  1982.  Only  an  airline,  and  not  a  lessor  of  airline  property,  is 
entitled  to  this  temporary  increase  in  the  investment  credit  limitation. 
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TITLE  XVIII— INTERNATIONAL  TRADE  AMENDMENTS 

Sec.  1801.  United  States  International  Trade  Commission 

Under  prior  law  (section  330(d)  of  the  Tariff  Act  of  1930),  if  a 
majority  of  the  Commissioners  on  the  International  Trade  Commis- 
sion votinj^  on  an  escape  clause  or  market  disruption  case  under  section 
201  or  406  of  the  Trade  Act  of  1974,  respectively,  could  not  agree  on 
a  remedy  finding  or  recommendation,  then  the  President  could  con- 
sider the  "findings"  agreed  upon  by  one-half  the  number  of  Commis- 
sioners voting  to  be  the  "findings"  of  the  Commission.  If  the  Com- 
mission was  equally  divided  into  two  groups,  the  President  could  con- 
sider the  finding  of  either  group  to  be  the  finding  of  the  Commission. 
Also,  under  prior  law,  a  Commissioner  had  to  leave  office  on  the  day 
his  term  expired  whether  or  not  his  successor  was  ready  to  take  office. 

Under  the  amendment  made  by  section  1801  of  the  Act,  if  a  majority 
of  the  Commissioners  voting  on  an  escape  clause  or  market  disruption 
case  cannot  agree  on  a  remedy  finding,  then  the  remedy  finding  agreed 
upon  by  a  pluralitv  of  not  less  than  3  Commissioners  shall  be  treated 
as  the  remedy  finding  of  the  Commission  for  the  purposes  of  the  Con- 
gressional override  in  sections  202  and  203  of  the  Trade  Act  of  1974. 
If  the  Commission  is  tied  on  the  remedy  vote,  and  each  voting  group 
includes  not  less  than  3  Commissioners,  then  (1)  if  the  President  takes 
the  action  recommended  by  one  of  those  groups,  the  remedy  finding 
agreed  upon  by  the  other  group  shall,  for  purposes  of  the  Congres- 
sional override,  be  treated  as  the  remedy  findinsr  of  the  Commission, 
or  (2)  if  the  President  takes  action  which  differs  from  the  action 
agreed  upon  by  both  such  groups,  the  remedy  finding  agreed  upon  by 
either  such  group  may  be  considered  by  the  Congress  as  the  remedy 
finding  of  the  Commission  for  purposes  of  the  Congressional  over- 
ride. It  is  the  intention  of  the  Congress  that  this  amendment  apply 
only  for  purposes  of  implementing  the  Congressional  override  in  sec- 
tions 202  and  203  of  the  Trade  Act  of  1974.  It  is  not  intended  that  this 
provision  affect  in  any  way  the  rules  of  procedure  of  the  Intema- 
tional  Trade  Commission.  Further,  the  Congress  strongly  urges  the 
Commissioners  to  reach  majority  agreement  on  all  determinations, 
findings,  and  recommendations  in  all  cases. 

Under  section  1801,  a  Commissioner  may  continue  to  serve  as  a  Com- 
missioner after  the  expiration  of  his  term  of  office  until  his  successor 
is  appointed  and  qualified. 

Sec.  1802.  Exclusion  of  Countries  Which  Aid  and  Abet  Interna- 
tional Terrorists  From  Preferential  Tariff  Treat- 
ment 

Under  Title  V  of  the  Trade  Act  of  1974,  eligible  articles  imported 
into  the  United  States  from  beneficiary  developing  countries  are  duty 
free.  Under  section  502  of  the  Trade  Act,  certain  countries  are  pro- 
hibited from  being  designated  as  beneficiary  developing  countries.  The 
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prohibitions  apply  to  (1)  Commimist  countries  generally;  (2)  mem- 
bers of  OPEC ;  (3)  countries  which  have  expropriated  U.S.  property 
without  prompt,  adequate,  and  effective  compensation;  (4)  countries 
which  do  not  cooperate  with  the  United  States  to  prevent  narcotics 
from  unlawfully  entering  the  United  States;  (5)  countries  which  do 
not  eliminate  reverse  preferences;  and  (6)  countries  which  do  not 
recognize  arbitral  awards  to  U.S.  citizens.  Prohibitions  (4),  (5)  and 
(6)  may  be  waived  by  the  President  if  he  determines  that  such  a 
waiver  will  be  in  the  national  economic  interest  of  the  United  States. 
Under  the  Act,  a  new  prohibition  is  added  to  the  definition  of  bene- 
ficiary developing  country  which  provides  that  a  country  may  not  be 
designated  if  it  aids  or  abets,  by  granting  sanctuary  from  prosecution 
to,  any  individual  or  group  which  has  committed  an  act  of  interna- 
tional terrorism.  This  prohibition  may  be  waived  by  the  President  if 
l^p  determines  that  the  waiver  will  be  in  the  national  economic  interest 
of  the  United  States.  This  provision  applies  on  the  date  of  enactment 
(October  4,  1976). 


TITLE  XIX— REPEAL  AND  REVISION  OF  OBSOLETE, 
RARELY  USED,  ETC.,  PROVISIONS  OF  INTERNAL  REV- 
ENUE CODE  OF  1954 

Sees.  1901-08;  1951-52.  "Deadwood"  Provisions 

The  Internal  Revenue  Code,  prior  to  this  Act,  contained  many  pro- 
visions which  were  no  longer  used  in  computing  taxes  or  were  little 
used  and  of  minor  importance.  In  addition,  the  Code  contained 
phrases  and  legal  expressions  which  could  be  replaced  with  clearer, 
more  direct,  and  shorter  wording. 

By  eliminating  and  replacing  these  provisions  and  expressions,  the 
Act  repeals  almost  150  sections  of  the  Internal  Revenue  Code  and 
makes  deletions  in  approximately  850  other  sections  of  the  Code.  In 
simplifying  Code  language,  the  Act  makes  changes  such  as  substituting 
the  term  "ordinary  income"  for  "gain  from  the  sale  or  exchange  of 
property  which  is  neither  a  capital  asset  nor  property  described  in 
section  1231." 

The  deleted  provisions  include  those  which  deal  only  with  past 
years,  situations  which  were  narrowly  defined  and  are  unlikely  to 
recur,  as  well  as  provisions  which  have  largely,  if  not  entirely,  out- 
lived their  usefulness. 
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TITLE  XX— ESTATE  AND  GIFT  TAX  PROVISIONS 

Sec.  2001  (a)(2)  and  (b)(2).  Unified  Credit 

Under  prior  law,  the  estate  of  each  decedent  who  was  a  resident  or 
citizen  of  the  U.S.  was  entitled  to  an  exemption  of  $60,000  for  estate 
tax  purposes  and  a  donor  who  was  not  a  nonresident  alien  was  entitled 
to  an  exemption  of  $30,000  for  gift  tax  purposes. 

The  Act  provides  a  unified  credit  of  $47,000  (equivalent  to  an  ex- 
emption of  $175,625)  in  lieu  of  the  exemptions  for  estate  and  gift 
taxes.  The  credit  is  to  be  phased-in  over  a  5-year  period.  Subject 
to  a  transitional  rule  for  certain  gifts,  the  amount  of  the  credit  is 
$30,000  for  gifts  made  in,  and  decedents  dying  in  1977;  $34,000  in 
1978 ;  $38,000  in  1979 ;  $42,500  in  1980 ;  and  $47,000  in  1981. 

The  unified  credit  is  to  be  reduced  l3y  an  amount  equal  to  20  percent 
of  the  amount  allowed  as  a  specific  exemption  for  gifts  made  after 
September  8,  1976,  and  before  January  1,  1977.  However,  the  unified 
credit  is  not  to  be  reduced  for  any  amount  allowed  as  a  specific  exemp- 
tion for  gifts  made  prior  to  September  9,  1976.  As  a  transitional  rule 
for  gift  tax  purposes,  only  $6,000  of  the  unified  credit  can  be  applied 
with  respect  to  gifts  made  after  December  31,  1976,  and  prior  to 
July  1,  1977. 

Sec.  2001  (a)(1)  and  (b)(1).  Unification  of  Estate  and  Gift  Tax 
Rates 

Under  present  law,  an  estate  tax  is  imposed  upon  transfers  at 
death  and  a  gift  tax  is  imposed  on  gifts  during  lifetime.  Under  prior 
law,  each  tax  had  a  separate  schedule  with  the  gift  tax  rate  schedule 
being  three-fourths  of  the  estate  tax  rate  schedule  for  corresponding 
brackets. 

The  Act  provides  a  unified  rate  schedule  for  estate  and  gift  taxes. 
The  lowest  effective  rate  (after  taking  into  account  the  unified  credit) 
is  32  percent.  The  highest  rate  is  70  percent  for  cumulative  taxable 
transfers  in  excess  of  $5  million.  This  provision  applies  to  estates  of 
decedents  dying  after  December  31,  1976,  and  gifts  made  after  that 
date. 

Sec.  2001(a)(5).  Transfers  Made  Within  3  Years  of  Death 

Under  prior  law,  transfers  made  within  3  years  of  death  were  pre- 
sumed to  be  made  in  "contemplation  of  death"  and  included  in  the 
decedent's  gross  estate  unless  the  executor  could  prove  to  the  contrary. 

The  Act  eliminates  the  contemplation  of  death  presumption  and 
provides  for  the  inclusion  in  the  decedent's  gross  estate  of  all  gifts  (in 
excess  of  the  $3,000  annual  exclusion)  made  within  the  3-year  period 
prior  to  the  decedent's  death.  This  provision  applies  to  gifts  made 
after  December  31, 1976. 
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Sec.  2001(a)(5).  Gross-up  for  Gift  Taxes 

Under  prior  law,  the  tax  paid  with  respect  to  a  gift  was  not  included 
in  the  estate  or  gift  tax  base.  Thus,  an  amount  equal  to  the  gift  tax  was 
removed  from  a  decedent's  gross  estate  and  also  allowed  as  a  credit 
against  estate  tax  if  the  gift  was  included  in  the  gross  estate  even 
though  the  transfer  was  a  "death-bed  transfer."  However,  if  the  trans- 
fer had  not  been  made  during  lifetime,  the  entire  amount  was  included 
in  the  decedent's  gross  estate. 

The  Act  requires  the  gift  tax  on  gifts  made  witliin  3  years  of  the 
decedent's  death  to  be  included  (or  "grossed-up")  in  the  decedent's 
gross  estate.  This  provision  applies  to  gifts  made  after  December  31, 
1976. 
Sec.  2002(a).  Increase  in  Estate  Tax  Marital  Deduction 

Under  present  law,  the  estate  of  each  decedent  is  permitted  a  deduc- 
tion for  property  passing  to  a  surviving  spouse.  However,  under  prior 
law,  the  deduction  could  not  exceed  one-half  of  the  value  of  the 
adjusted  gross  estate. 

The  Act  increases  the  maximum  estate  tax  marital  deduction  to  the 
greater  of  $250,000  or  one-half  of  the  decedent's  adjusted  gross  estate. 
This  provision  applies  to  estates  of  decedents  dying  after  December  31, 
1976. 

Sec.  2002(b).  Increase  in  Gift  Tax  Marital  Deduction 

Under  prior  law,  in  the  case  of  gifts,  a  deduction  was  allowed  for 
one-half  of  the  value  of  the  property  transferred  to  the  spouse. 

The  Act  provides  an  unlimited  marital  deduction  for  the  first 
$100,000  of  lifetime  transfers  to  a  spouse.  Thereafter,  the  deduction 
allowed  is  50  percent  of  gifts  in  excess  of  $200,000.  This  provision  ap- 
plies to  gifts  made  after  December  31,  1976. 

Sec.  2002(c).  Joint  Interests 

Under  prior  law,  the  entire  value  of  property  owned  in  joint  tenancy 
was  included  in  the  decedent's  gross  estate  except  for  the  portion  of 
property  which  was  attributable  to  the  consideration  furnished  by  the 
survivor. 

The  Act  replaces  the  "consideration  furnished  test"  with  a  frac- 
tional interest  rule  in  certain  cases  where  property  is  held  by  husband 
and  wife  with  rights  of  survivorship.  Under  the  fractional  interest 
rule,  where  a  joint  tenancy  is  created  by  a  transfer  subject  to  gift  tax 
at  the  time  of  creation,  the  property  is  then  treated  as  belonging  50 
percent  to  each  spouse  for  estate  tax  purposes.  This  provision  applies 
to  joint  interests  created  after  December  31,  1976. 

Sec.  2003.  Special  Valuation  for  Certain  Property 

Under  existing  law,  the  value  of  the  property  included  in  the  gross 
estate  of  the  decedent  is  its  fair  market  value  at  the  date  of  the  de- 
cedent's death  (or  at  the  alternate  valuation  date) .  One  of  the  most  im- 
portant factors  in  determining  fair  market  value  is  the  "highest  and 
best  use"  to  which  the  property  can  be  put. 

The  Act  provides  that,  if  certain  conditions  are  met,  the  executor 
may  elect  to  value  qualified  real  property  included  in  the  decedent's 
gross  estate  on  the  basis  of  such  property's  value  in  its  current  use 
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rather  than  on  the  basis  of  its  highest  and  best  use.  Qualified  real 
property  includes  property  used  for  farming;  or  other  closely  held 
business  use.  This  special  valuation  may  not  be  used  to  decrease  the 
value  of  the  decedent's  gross  estate  by  more  than  $500,000.  Also,  the 
Act  provides  specific  valuation  methods  for  qualifying  real  property. 

In  general,  the  tax  benefits  derived  from  the  special  valuation  are 
recaptured  if  the  property  is  disposed  of  to  nonfamily  members  or 
ceases  to  be  used  for  farming  or  closely  held  business  purposes  within 
15  years  after  the  death  of  the  decedent  (with  a  phase-out  of  the 
amount  recaptured  over  the  last  5  years) . 

This  provision  applies  to  estates  of  decedents  dying  after  December 
31, 1976. 

Sec.  2004(a)-(d).  Extension  of  Time  for  Payment  of  Estate  Tax 

Under  existing  law,  the  estate  tax  generally  must  be  paid  nine 
months  after  the  decedent's  death.  However,  there  are  two  provisions 
which  permit  portions  of  the  estate  tax  to  be  paid  over  a  period  of  up 
to  10  years.  In  order  to  qualify  under  the  first  provision  (sec.  6166) ,  the 
value  of  the  closely  held  business  must  exceed  35  percent  of  the  value  of 
the  gross  estate  or  50  percent  of  the  taxable  estate  of  the  decedent. 
Under  prior  law,  the  executor  must  show  that  payment  on  the  original 
due  date  would  cause  "undue  hardship"  in  order  to  qualify  under  the 
second  provision  (sec.  6161) . 

The  Act  adds  a  new  provision  for  extended  payments  during  a  15- 
year  period  for  the  estate  tax  attributable  to  a  farm  or  other  closely 
held  business  (including  a  trade  or  business  of  being  an  artist,  crafts- 
man, etc.).  In  order  to  qualify,  the  value  of  the  farm  or  other  closely 
held  business  must  constitute  at  least  65  percent  of  the  value  of  the 
adjusted  gross  estate.  No  tax  (i.e.,  only  interest)  is  required  to  be  paid 
during  the  first  5  years,  and  thereafter,  the  tax  is  payable  in  equal 
installments  over  a  period  of  up  to  10  years.  A  special  4  percent  in- 
terest rate  is  provided  for  the  estate  tax  attributable  to  the  first  $1 
million  of  farm  or  other  closely  held  business  property. 

In  addition,  the  Act  retains  the  present  ten-year  extension  for  pay- 
ment of  estate  tax  (sec.  6166)  attributable  to  closely  held  businesses 
where  the  value  of  a  closely  held  business  exceeds  35  percent  of  the 
value  of  the,  gross  estate  or  50  percent  of  the  taxable  estate  of  the 
decedent. 

The  Act  substitutes  a  "reasonable  cause"  standard  in  the  ten-year 
discretionary  extension  of  estate  tax  for  the  "undue  hardship"  stand- 
ard of  prior  law. 

A  special  lien  is  provided  for  the  payment  of  the  deferred  taxes 
under  either  of  the  two  extensions  for  closely  held  businesses.  AVhere 
this  lien  procedure  is  followed,  the  executor  is  discharged  from  per- 
sonal liability. 

This  ]3rovision  applies  to  estates  of  decedents  dying  after  December 
31,  1976. 

Sec.  2004(e).  Redemption  of  Stock  To  Pay  Estate  Tax 

Under  prior  law,  stock  in  a  closely  held  corporation  that  was  re- 
deemed within  4  years  of  the  decedent's  death  was  taxed  as  capital  gain 
rather  than  as  dividend  income.  To  qualify,  the  value  of  the  decedent's 
stock  in  the  closely  held  business  must  have  been  either  35  percent  of 
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the  gross  estate  or  50  percent  of  the  taxable  estate.  The  vahie  of  the 
redeemed  stock  qualifying  for  this  treatment  could  not  exceed  the  sum 
of  all  death  taxes  plus  funeral  and  administration  expenses. 

The  Act  requires  that,  in  order  to  qualify  for  capital  gains  treat- 
ment, the  value  of  the  decedent's  stock  of  the  closely  held  corporation 
must  exceed  50  percent  of  the  value  of  the  adjusted  gross  estate.  The 
stock  that  can  qualify  for  capital  gains  treatment  is  limited  to  stock 
which  is  redeemed  from  a  shareholder  whose  interest  in  the  estate  is 
reduced  (either  directly  or  through  a  binding  obligation  to  contribute) 
by  the  payment  of  the  death  taxes  and  funeral  and  administration 
expenses.  In  addition,  the  Act  extends  the  time  for  redemption  to  15 
years  in  cases  where  an  election  has  been  made  for  the  deferred  pay- 
ment of  taxes. 

This  provision  applies  to  estates  of  decedents  dying  after  December 
31, 1976. 


Sec.  2005.  Carryover  of  Basis  of  Property 

Under  prior  law,  the  cost  or  other  basis  of  property  acquired  from 
or  passing  from  a  decedent  generally  was  "stepped-up"  to  its  fair 
market  value  at  the  date  of  death  (or  the  alternative  valuation  date). 
However,  where  property  is  transferred  by  gift,  the  basis  of  the 
property  in  the  hands  of  the  donee  is  generally  the  same  as  the  donor's 
basis  (i.e.,  the  donor's  basis  is  "carried  over"  to  the  donee). 

The  Act  provides  that  the  basis  of  most  property  acquired  from  or 
passing  from  a  decedent  who  dies  after  December  31, 1976,  is  to  be  the 
same  as  the  decedent's  basis  immediately  before  his  death  (with  cer- 
tain adjustments).  The  basis  of  appreciated  property  is  increased  by 
Federal  and  State  death  taxes  attributable  to  the  appreciation  in  that 
property.  In  addition,  the  aggregate  basis  of  all  carryover  basis  prop- 
erty may  be  increased  to  a  minimum  of  $60,000.  A  $10,000  exemption 
is  provided  for  household  and  personal  effects  of  the  decedent.  How- 
ever, the  basis  of  property  cannot  be  increased  above  the  estate  tax 
value  by  these  adjustments. 

In  addition,  as  a  transitional  rule,  the  adjusted  basis  of  property 
which  the  decedent  is  treated  as  having  held  on  December  31, 1976,  is 
increased,  for  purposes  of  determining  gain  (but  not  loss),  to  its  fair 
market  value  on  December  31,  1976.  In  essence,  this  rule  continues 
existing  law  with  respect  to  appreciation  in  property  occurring  before 
January  1,  1977,  and  provides  everyone  with  a  "fresh  start"  with 
respect  to  the  carryover  basis  rule  for  property  acquired  from  a 
decedent. 

In  order  to  avoid  the  necessity  of  obtaining  an  appraisal  on  all 
property  held  on  December  31,  1976,  the  Act  contains  a  provision 
which  requires  that  all  property,  other  than  a  marketable  bond  or 
security,  be  valued  under  a  special  valuation  method  for  purposes  of 
this  transitional  rule.  In  general,  the  special  rule  determines  the  adjust- 
ment by  assuming  that  any  appreciation  since  the  acquisition  of  the 
property  until  the  date  of  the  decedent's  death  occurred  at  the  same 
rate  over  the  entire  time  that  the  decedent  is  treated  as  holding  the 
property. 

The  special  valuation  method  must  be  used  for  all  property  other 
than  marketable  bonds  or  securities.  Thus,  the  special  valuation 
method  must  be  used  even  though  the  executor  or  beneficiary  of  the 
decedent  can  establish  that  the  fair  market  value  of  the  property  on 
December  31,  1976,  is  other  than  the  value  determined  under  the  spe- 
cial valuation  method.  Under  the  Act,  the  value  of  marketable  bonds 
or  securities  for  purposes  of  the  transitional  rule  is  to  be  based  on 
actual  market  value  on  December  31, 1976. 

The  carryover  basis  provision  is  effective  for  property  acquired  from, 
or  passing  from,  a  decedent  after  December  31,  1976. 

Sec.  2006.  Generation-Skipping  Transfers 

The  Act  imposes  a  tax  in  the  case  of  generation-skipping  transfers 
under  a  trust  or  similar  arrangement  (such  as  a  life  estate)  upon  the 
distribution  of  the  trust  assets  to  a  generation-skipping  heir  (for  ex- 
ample, a  distribution  to  a  great-grandchild  of  the  grantor)  or  upon 
the  termination  of  an  intervening  interest  in  the  trust  (for  example. 
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the  termination  of  an  interest  held  by  the  transferor's  grandchild) .  An 
exception  is  provided  which  permits  one  generation  to  be  skipped  in  the 
case  where  the  generation-skipping  transfer  is  to  a  grandchild  of  the 
grantor.  Thus,  the  tax  will  not  be  imposed  on  the  termination  of  the  life 
estate  of  the  child  of  the  grantor  where  the  trust  provided  a  life  estate 
for  the  child  and  the  remainder  to  the  grandchildren  of  the  grantor. 
However,  the  maximum  amount  that  can  be  transferred  under  this 
exception  without  the  imposition  of  a  generation-skipping  tax  is  $250,- 
000  for  each  child  who  is  treated  as  a  transferor  of  the  remainder 
interest. 

The  tax  will  be  substantially  equivalent  to  the  estate  tax  which 
would  have  been  imposed  if  the  property  had  been  actually  transferred 
outright  to  each  successive  generation.  For  example,  where  a  trust  is 
created  for  the  benefit  of  the  grantor's  grandchild,  with  remainder  to 
the  great-grandchild,  then,  upon  the  death  of  the  grandchild,  the  tax 
will  be  computed  by  adding  the  grandchild's  portion  of  the  trust 
assets  to  the  grandchild's  estate,  and  computing  the  tax  at  the  grand- 
child's marginal  tax  rate.  In  other  words,  the  grandchild  is  treated 
under  the  Act  as  a  "deemed  transferor"  of  the  trust  property. 

The  deemed  transferor's  marginal  transfer  tax  rate  will  be  used 
as  a  measuring  rod  for  purposes  of  determining  the  tax  imposed  on 
the  generation-skipping  transfer  but  the  deemed  transferor  or  his 
estate  will  not  be  liable  for  the  payment  of  the  tax.  Instead,  the  tax 
will  generally  be  paid  from  the  trust  property.  However,  the  trust 
will  be  entitled  to  any  unused  portion  of  the  deemed  transferor's 
unified  transfer  tax  credit,  the  credit  for  tax  on  prior  transfers,  the 
charitable  deduction  (if  part  of  the  trust  property  were  left  to  charity) , 
the  credit  for  State  inheritance  taxes  and  a  deduction  for  certain 
administrative  expenses.  Trust  property  is  also  entitled  to  basis  adjust- 
ments similar  to  those  allowed  for  property  which  is  subject  to  tax 
upon  outright  transfer.  The  alternate  valuation  date  is  also  available 
where  a  taxable  termination  occurs  upon  the  death  of  a  deemed 
transferor. 

The  generation-skipping  tax  will  not  be  imposed  in  the  case  of 
outright  transfers.  In  addition,  the  tax  will  not  be  imposed  by  rea- 
son of  the  death  of  a  member  of  an  older  generation  if  the  decedent  was 
not  treated  as  a  beneficiary  because  he  had  (i)  nothing  more  than  a 
right  of  management  over  the  trust  assets  or  (ii)  a  limited  power  to 
appoint  the  trust  assets  among  the  lineal  decendants  of  the  grantor. 
As  a  rule  of  administrative  convenience,  the  tax  will  not  be  imposed 
in  the  case  of  distributions  of  current  income  from  a  generation- 
skipping  triTst. 

In  general,  these  provisions  apply  to  generation-skipping  transfers 
which  occur  after  April  30,  1976.  However,  the  provisions  would  not 
apply  to  any  transfers  under  a  trust  which  was  irrevocable  on  April  30, 
1976!  In  the  case  of  a  revocable  trust  or  will  in  existence  on  April  30, 
1976,  the  provisions  will  not  apply  if  the  grantor  dies  before  Janu- 
ary 1,  1982,  and  the  trust  instruinent  or  will  is  not  amended  after 
April  30, 1976,  in  any  way  which  increases  generation-skipping.  "WHiere 
the  grantor  is  incompetent,  the  grace  period  will  be  extended  for 
a  period  of  two  years  after  the  disability  is  removed. 
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Sec.  2007.  Orphans'  Exclusion 

There  is  no  provision  under  present  law  which  allows  an  estate  tax 
deduction  for  the  value  of  any  interest  in  property  which  passes  from 
a  decedent  to  an  orphaned  child. 

The  Act  provides  an  estate  tax  deduction  for  amounts  which  pass 
to  a  child  of  the  decedent  if  the  child  is  under  21  years  of  age,  has  no 
known  parent,  and  there  is  no  surviving  spouse  of  the  decedent. 
The  maximum  deduction  under  this  provision  is  $5,000  for  each  year 
the  child  is  under  age  21.  This  provision  apiDlies  to  estates  of  decedents 
dying  after  December  31, 1976. 

Sec.  2008(a).  Requirement  That  IRS  Furnish  a  Statement  Ex- 
plaining Estate  or  Gift  Valuation 

Under  present  law,  the  IRS  can  require  that  the  executor  submit  a 
copy  of  any  appraisals  he  has  obtained  in  determining  value  of  prop- 
erty included  in  the  decedent's  gross  estate.  However,  prior  to  the 
Act  there  was  no  administrative  provision  which  provided  an  affirma- 
tive requirement  on  the  part  of  the  IRS  to  disclose  the  method  or  basis 
used  by  the  IRS  in  arriving  at  its  determination  of  value. 

The  Act  provides  that  if  the  IRS  makes  a  determination  of  the 
value  of  any  item  of  property  for  purposes  of  the  estate  or  gift  tax 
laws  or  the  generation-skipping  tax,  the  executor  or  donor  may  re- 
quest that  the  IRS  furnish  a  written  statement  explaining  the  basis 
on  which  the  valuation  was  determined.  This  provision  applies  to 
estates  of  decedents  dying  after  December  81,  1976,  and  gifts  and 
generation-skipj)ing  transfers  occurring  after  December  31,  1976. 

Sec.  2008(b).  Gift  Tax  Returns 

Prior  to  the  Act,  gift  tax  returns  generally  were  required  to  be  filed 
for  each  calendar  quarter  in  which  a  donor  transferred  by  gift  an 
amount  in  excess  of  the  annual  $3,000  exclusion  per  donee. 

The  Act  provides  that  a  gift  tax  return  must  be  filed  on  a  quarterly 
basis  only  when  the  sum  of  (1)  taxable  gifts  made  during  the  calendar 
quarter  plus  (2)  all  other  taxable  gifts  made  during  the  calendar  year 
for  which  a  return  has  not  been  filed,  exceeds  $25,000.  If  total  taxable 
gifts  made  during  the  calendar  year  did  not  exceed  $25,000,  only  one 
return  will  need  to  be  filed  for  the  calendar  year.  This  provision 
applies  to  gifts  made  after  December  31, 1976. 

Sec.  2008(c).  Public  Index  of  Filed  Tax  Liens 

Under  present  law,  a  Federal  tax  lien  generally  takes  priority  over 
other  interests  in  property  subject  to  the  lien  which  are  held  by  pur- 
chasers, holders  of  security  interests  and  certain  other  persons  if  notice 
of  the  t'a'x'lien  has  been  appropriately  filed  before  such  interests  were 
acquired. 

The  Act  provides  that  a  notice  of  a  Federal  tax  lien  is  not  to  be 
treated  as  meeting  the  filing  requirements  unless  a  public  index  of  the 
lien  is  maintained  at  the  district  office  of  the  Internal  Revenue  Service 
in  which  the  property  subject  to  the  lien  is  situated.  For  this  ])urpose, 
an  index  of  liens  affecting  real  property  will  be  maintained  in  the  dis- 
trict office  for  the  area  in  which  the  real  property  is  physically  located. 
In  the  case  of  liens  affecting  personal  property,  the  index  will  be  main- 
tained in  the  district  office  for  the  area  in  which  the  residence  of  the 
taxpayer  is  located  at  the  time  the  notice  of  lien  is  filed. 
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The  provision  is  effective  on  the  120th  day  after  the  date  of  enact- 
ment in  the  case  of  notices  filed  on  or  after  the  date  of  enactment.  In 
the  case  of  liens  filed  before  the  date  of  enactment,  the  Act  is  effective 
on  the  270th  day  after  enactment. 

Sec.  2009(a).  Inclusion   of   Stock   in   Decedent's   Estate   Where 
Decedent  Retained  Voting  Rights 

Under  present  law,  an  inter  vivos  transfer  made  by  the  decedent 
is  included  in  his  gross  estate  if  he  retained  for  his  lifetime  either  the 
right  to  possess  or  enjoy  the  property  or  the  right  to  designate  the 
person  who  will  possess  or  enjoy  the  property.  In  U.S.  v.  Bynmi,  the 
U.S.  Supreme  Court  held  that  the  retention  of  the  power  to  vote 
stock  in  a  closely  held  corporation  did  not  require  the  stock  to  be 
included  in  the  decedent's  gross  estate. 

The  Act  requires  the  inclusion  of  stock  in  the  gross  estate  of  the 
decedent  if  the  decedent  retained  the  voting  rights  in  the  stock.  This 
provision  applies  to  transfers  made  after  June  22, 1976. 

Sec.  2009(b).  Disclaimers 

Under  prior  law,  there  were  several  estate  and  gift  tax  provisions 
which  provided  rules  governing  the  tax  consequences  of  an  effective 
disclaimer.  However,  these  provisions  did  not  contain  uniform  rules 
on  what  constitutes  an  effective  disclaimer  for  estate  and  gift  tax 
purposes. 

The  Act  provides  a  single  set  of  definitive  rules  for  disclaimers 
for  purposes  of  estate,  gift,  and  generation-skipping  transfer  taxes. 
This  provision  generally  applies  to  transfers  creating  an  interest  in 
the  disclaiming  person  made  after  December  31,  1976. 

Sec.  2009(c)   (1),  (2),  (3),  and  (4).  Estate  and  Gift  Tax  Exclu- 
sions for  Qualified  Retirement  Benefits 

Generally,  the  value  of  a  survivor's  interest  in  an  annuity  purchased 
by  the  decedent  is  included  in  the  decedent's  gross  estate.  However, 
under  present  law,  an  exclusion  for  estate  and  gift  tax  purposes  is 
provided  for  the  value  of  the  portion  of  a  survivor's  annuity  attribut- 
able to  employer  contributions  to  a  qualified  retirement  plan. 

The  Act  extends  the  exclusion  to  a  survivor's  interest  in  an  H.E.  10 
plan  and  an  individual  retirement  account.  A  distribution  from  an  in- 
dividual retirement  account  to  a  beneficiary  does  not  have  to  be  in  the 
form  of  a  typical  commercial  annuity  contract  to  qualify  for  the  exclu- 
sion. Generally,  the  exclusion  is  to  be  available  in  situations  where  a 
liquidity  problem  might  exist  because  the  schedule  of  payments  to  be 
made  from  the  account  will  not  provide  current  funds  to  pay  the  estate 
tax.  The  Act  removes  the  exclusion  for  all  lump-sum  distributions 
of  the  survivor's  interest.  This  provision  applies  to  the  estates  of  de- 
cedents dying  and  gifts  made  after  December  31, 1976. 

Sec.   2009(c)(5).   Gift   Tax   Treatment    of    Certain    Community 
Property 

Under  present  law,  in  community  property  States,  no  portion  of  a 
survivor  annuity  in  a  qualified  plan  attributable  to  employer  contribu- 
tions is  includible  in  the  gross  estate  of  the  employee's  spouse  if  the 
spouse  predeceased  the  employee.  However,  prior  to  the  Act,  for  gift 
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tax  purposes,  if  an  employee  predeceases  his  spouse  in  a  community 
property  State,  the  surviving  spouse  was  treated  as  having  made  a  gift 
of  one-half  of  any  benefits  payable  to  other  beneficiaries. 

The  Act  provides  a  gift  tax  exclusion  (similar  to  the  existing  es- 
tate tax  exclusion)  for  the  value,  to  the  extent  attributable  to  employer 
contributions,  of  any  interest  of  an  employee's  spouse  in  a  specified 
annuity  contracts,  or  retirement  plan  payments.  This  provision  is  ef- 
fective for  calendar  quarters  beginning  after  December  31,  1976. 

Sec.  2009(d).  Income  Tax  Treatment  of  Certain  Selling  Expenses 
of  Estates  and  Trusts 

Under  present  law,  an  estate  or  trust  is  not  permitted  to  deduct  any 
item  for  income  tax  purposes  if  that  same  item  is  deducted  for  estate 
tax  purposes.  However,  a  number  of  courts  have  held  that  items  which 
reduce  the  sales  price,  such  as  selling  expenses,  can  be  deducted  for 
estate  tax  purposes  as  well  as  reduce  the  sales  price  for  income  tax 
purposes. 

The  Act  provides  that  an  item  may  not  be  used  to  offset  the  sales 
price  for  income  tax  purposes  if  the  same  item  is  deducted  for  estate 
tax  purposes.  This  provision  applies  to  taxable  j^ears  ending  after  the 
date  of  enactment  (October  4, 1976) . 

Sec.  2010.  Estate  Tax  Credit  For  Payment  in  Kind 

Under  present  law,  in  addition  to  legal  tender,  it  is  lawful  for  the 
Secretary  of  the  Treasury  to  accept  checks  or  money  orders  in  pay- 
ment of  tax  liability.  Prior  to  the  Act,  there  was  no  provision  author- 
izing the  Secretary  of  the  Treasury  to  accept  other  forms  of  payment, 
such  as  the  conveyance  of  real  property. 

The  Act  allows  the  Secretary  of  the  Treasury  to  accept  conveyance 
of  real  property  located  within  the  boundaries  of  the  Toiyabe  National 
Forest  as  payment  of  estate  tax  imposed  on  the  estate  of  LaVere  Red- 
field.  However,  interest  will  accrue  if  the  property  is  not  conveyed 
expeditiously. 


TITLE  XXI— MISCELLANEOUS  PROVISIONS 

Sec.  2101.  Tax  Treatment  of  Certain  Housing  Associations 

Under  prior  law,  most  condominium  management  associations  and 
residential  real  estate  management  associations  could  not  qualify  for 
tax-exempt  status. 

The  Act  provides  that  a  condominum  management  association  or  a 
residential  real  estate  management  association  may  elect  to  be  treated 
as  a  tax-exempt  organization.  If  an  election  is  made,  the  association 
is  not  taxed  on  membership  dues,  fees  and  assessments  received_  from 
members  of  the  association  who  own  residential  units  in  the  particular 
condominium  or  subdivision.  However,  the  association  is  to  be  taxed 
as  a  corporation  (without  the  surtax  exemption)  on  other  income,  in- 
cluding investment  income  and  income  derived  from  a  trade  or  busi- 
ness. Deductions  are  allowed  for  expenses  directly  related  to  the 
production  of  nonexempt  income,  and  a  $100  deduction  against  non- 
exempt  income  is  provided  so  that  associations  with  only  a  minimal 
amount  of  otherwise  taxable  income  will  not  be  subject  to  tax. 

In  order  to  qualify  for  this  treatment,  the  association  must  be  or- 
ganized and  operated  to  provide  for  the  acquisition,  construction, 
management,  maintenance,  and  care  of  association  property.  At  least 
60  percent  of  the  association's  gross  income  must  consist  solely  of  mem- 
bership dues,  fees  or  assessments  from  owners  of  residential  units  or 
residential  lots,  and  at  least  90  percent  of  the  association's  annual 
expenditures  must  be  to  acquire,  construct,  manage,  maintain,  care  for, 
or  improve  association  property.  In  addition  to  the  general  require- 
ments, substantially  all  of  the  units  or  lots  must  be  used  as  residences. 

A  cooperative  housing  corporation  is  not  permitted  to  elect  to  be 
treated  as  a  tax-exempt  organization  under  these  new  rules.  However, 
a  cooperative  housing  corporation  will  be  able  to  take  depreciation  on 
property  leased  to  tenant-stockholders,  even  though  the  tenant-stock- 
holders may  also  be  able  to  depreciate  their  stock  if  they  use  the  pro- 
prietary lease  or  right  of  tenancy  to  which  the  stock  is  allocable  in  a 
trade  or  business  or  for  the  production  of  income.  The  Act  also  modifies 
the  prior  law  rule  that  a  tenant-stockholder  in  a  cooperative  housing 
corporation  must  be  an  individual.  Under  the  Act,  a  lending  institution 
which  obtains  stock  in  a  cooperative  housing  corporation  through  fore- 
closure may  be  treated  as  a  tenant-stockholder  for  up  to  3  years. 

These  provisions  generally  apply  to  taxable  yeare  beginning  after 
December  31,  1973.  However,  the  provision  relating  to  foreclosures 
by  lending  institutions  applies  to  stock  acquired  after  the  date  of 
enactment. 

Sec.  2102.  Treatment  of  Certain  Crop  Disaster  Payments 

Insurance  proceeds  received  by  a  taxpayer  as  a  result  of  destruction 
or  damage  to  crops  may  generally  be  included  in  income  in  the  taxable 
year  following  the  year  of  their  receipt,  if  it  can  be  established  that 
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the  income  from  the  crops  which  were  destroyed  or  damaged  would 
otherwise  have  been  properly  included  in  income  in  a  following 
taxable  year. 

The  Act  extends  this  provision  to  taxpayers  using  the  cash  receipts 
and  disbursements  method  of  accounting  who  receive  certain  payments 
pursuant  to  the  Agricultural  Act  of  1949  if  such  payments  are  received 
as  a  result  of  (1)  destruction  or  damage  to  crops  caused  by  drought, 
flood  or  any  other  natural  disaster,  or  (2)  the  inability  to  plant  crops 
because  of  such  a  natural  disaster.  The  provision  is  effective  for  pay- 
ments received  after  December  31,  1973,  in  taxable  years  ending  after 
that  date. 

Sec.  2103.  Tax  Treatment  of  Certain  1972  Disaster  Losses 

Under  the  Act,  in  the  case  of  a  1972  disaster  loss  in  a  Presidentially 
designated  disaster  relief  area,  the  tax  on  the  first  $5,000  of  compen- 
sation received  with  respect  to  the  loss  is  not  to  exceed  the  tax  which 
would  have  been  payable  if  the  $5,000  (or  lesser)  deduction  had  not 
been  claimed.  This  treatment  applies  only  if  elected  by  the  taxpayer 
and  only  if  certain  conditions  are  satisfied.  Any  tax  with  respect  to 
this  $5,000  amount  which  was  still  unpaid  on  October  1,  1975,  may  be 
paid  in  three  equal  annual  installments  beginning  on  April  15,  1977. 

The  provision  is  effective  for  all  years  (whether  or  not  open). 

Sec.  2104.  Worthless  Debts  of  Political  Parties 

The  Act  allows  a  deduction  for  worthless  debts  owned  by  political 
parties  (or  campaign  committees)  if  the  debts  arise  from  bona  fide 
sales  of  goods  or  services  in  the  ordinary  course  of  a  trade  or  business, 
if  more  than  30  percent  of  the  total  business  is  with  political  parties, 
and  if  substantial  efforts  are  made  to  collect  the  debt.  The  Act  applies 
for  taxable  years  beginning  after  December  31,  1975.  The  provision 
of  prior  law  was  not  intended  to  apply  to  taxpayers  whose  primary 
business  was  to  provide  goods  or  services  to  political  parties.  The 
Act  thus  reflects  Congress'  original  intent  regarding  prior  law. 

Sec.  2105.  Tax-Exempt  Bonds  for  Student  Loans 

Under  prior  law,  only  interest  on  obligations  issued  by  or  on  behalf 
of  governmental  entities,  such  as  States  and  their  political  subdivisions, 
was  exempt  from  Federal  income  taxation.  In  addition,  even  these 
obligations  were  generally  not  exempt  if  the  proceeds  might  have  been 
used  to  purchase  nonexempt  securities  or  obligations  whose  yield  was 
likely  to  exceed  the  yield  on  the  governmental  obligations. 

Under  the  Act,  obligations  are  also  to  be  exempt  from  tax  if  issued 
by  nonprofit  corporations  organized  or  requested  to  act  by  a  State 
or  a  political  subdivision  solely  to  acquire  student  loan  notes.  In 
addition,  student  loan  incentive  payments  made  by  the  Commissioner 
of  Education  are  not  to  be  taken  into  account  in  determining  whether 
the  yield  on  student  loan  notes  is  higher  than  the  yield  on  obligations 
issued  to  finance  the  student  loan  program.  These  provisions  are 
effective  for  obligations  issued  on  or  after  the  date  of  enactment  (after 
October  4,  1976). 

Sec.  2106.  Personal  Holding  Company  Amendments 

Under  present  law,  royalties  (other  than  mineral,  oil  or  gas  royalties 
and  copyright  royalties)  received  by  a  corpoiation  are  personal  hold- 
ing company  income,  regardless  of  how  much  income  of  other  types 
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the  corporation  may  have  (sec.  543(a)(1)).  "Royalties"  include 
amounts  received  for  a  license  to  use  trade  brands,  secret  processes, 
franchises  and  similar  intangible  property.  Under  a  separate  rule  of 
prior  law  (sec.  543(a)(6)),  rents  received  by  a  corporation  from 
leasing  corporate  "property"  to  a  25-percent  or  greater  shareholder 
were  personal  holding  income  only  if  over  10  percent  of  the  company's 
income  came  from  other  types  of  personal  holding  company  income. 
In  Rev.  Rul.  71-596,  1971-2  Cum.  Bull.  242,  the  IRS  ruled  that  a 
company's  income  from  licensing  a  major  shareholder  to  make  and 
sell  a  secret  process  was  governed  by  the  "royalty"  rule  rather  than 
by  the  "shareholder  rent"  rule. 

The  Act  amends  the  shareholder  rent  rule  (in  section  543(a)(6))  to 
apply  that  rule  only  to  tangible  property  leased  by  a  corporation  to 
one  or  more  of  its  major  shareholders.  (Even  if  income  received  by 
the  corporation  from  renting  tangible  property  to  a  major  shareholder 
qualifies  under  the  tests  in  section  543(a)(6)  as  nonpersonal  holding 
company  income,  such  income  also  constitutes  rental  income  for  pur- 
poses of  the  general  rent  rules  in  section  543(a)  (2)  of  present  law  and, 
as  such,  must  be  separately  tested  under  those  rules.) 

This  provision  clarifies  the  shareholder  rent  rule  in  prior  law,  which 
had  been  interpreted  by  the  courts  (in  accord  with  Rev.  Rul.  71-596) 
to  mean  that  amounts  received  by  a  corporation  from  leasing  intangible 
property  to  a  major  shareholder  are  to  be  treated  as  royalty  income 
under  the  royalty  rule,  regardless  of  whether  such  income  also  qualifies 
under  the  shareholder  rent  rule.  The  provision  makes  clear,  in  effect, 
that  income  from  the  use  of  secret  processes,  trade  brands  and  other 
intangible  property  (but  not  including  certain  specially-treated  royal- 
ties), are  always  to  be  treated  as  personal  holding  company  income 
under  the  general  royalty  rule  (sec.  543(a)(1)),  regardless  of  whether 
they  are  received  from  a  shareholder  of  the  corporation  or  from  an 
unrelated  third  party. 

The  Act  provides,  however,  that  solely  for  purposes  of  determining 
(under  section  543(a)(6),  as  amended)  whether  over  10  percent  of 
the  corporation's  income  is  derived  from  personal  holding  company 
income,  income  from  a  lease  of  intangible  property  to  a  25  percent  or 
greater  shareholder  is  not  to  be  treated  as  personal  holding  company 
income,  but  only  if  the  shareholder  also  leases  tangible  property  from 
the  corporation  a  substantial  amount  of  which  he  uses,  along  with 
the  intangible  property,  in  the  active  conduct  of  a  trade  or  business. 

The  new  rule  applies  to  taxable  years  beginning  after  December  31, 
1976. 

Sec.  2107.  Work  Incentive   (WIN)    and    Federal   Welfare   Recipient 
Employment  Tax  Credits 

Under  prior  law,  the  work  incentive  (WIN)  credit,  equal  to  20 
percent  of  the  wages  paid  during  the  first  12  months  of  employ- 
ment to  qualified  AFDC  recipients,  was  available  to  employers 
engaged  in  a  trade  or  business  who  hired  such  employees.  Qualified 
participants  were  certified  b}^  the  local  WIN  agency.  The  credit  was 
recaptured  in  the  case  of  an  employee  who  ceased  to  work  for  the 
original  employer  before  the  end  of  an  additional  12  months  after 
completing  one  year  of  employment  unless  the  employee  voluntarily 
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quit,  became  disabled,  or  was  fired  for  misconduct.  The  amount  of 
the  credit  available  in  any  year  was  limited  to  the  first  $25,000  of 
tax  plus  one-half  of  tax  liability  in  excess  of  $25,000. 

Under  the  Federal  welfare  recipient  employment  incentive  tax 
credit  (welfare  recipient  tax  credit),  which  expired  July  1,  1976,  all 
private  employers  including  those  who  provide  employment  for  pri- 
vate household  workers  were  eligible  for  the  credit.  Qualified  employees 
were  AFDC  recipients  who  had  received  benefits  for  the  90  days 
preceding  employment.  The  credit  was  essentially  the  same  as  the 
WIN  credit:  20  percent  of  eligible  wages,  except  that  there  was  a 
limit  of  $5,000  a  year  on  the  annual  eligible  wages  for  non-business 
employees;  the  same  overall  credit  limit  of  $25,000  of  tax  plus  one- 
half  of  the  excess  also  applied.  There  was  no  limit  on  the  number  of 
months  the  credit  was  available.  The  State  or  local  welfare  agency 
certified  recipients  as  qualified. 

The  Act  makes  the  WIN  credit  available  from  the  date  of  hiring 
if  employment  is  not  terminated  without  cause  before  the  end  of 
90  days  after  the  first  90  days  of  employment,  and  adds  an  additional 
exemption  to  the  recapture  rules  so  that  there  would  be  no  recapture 
of  the  credit  if  the  employee  were  laid  off  due  to  a  substantial  reduction 
in  business.  It  doubles  the  limit  on  the  credit  from  $25,000  to  $50,000 
plus  one-half  of  the  excess  over  $50,000.  The  Act  also  doubles  the 
limit  on  the  welfare  recipient  tax  credit  from  $25,000  to  $50,000  plus 
one-half  of  the  excess  over  $50,000.  It  provides  a  limit  of  12  months 
for  which  the  wages  of  any  one  employee  will  be  eligible  for  the  welfare 
recipient  tax  credit.  The  Act  authorizes  the  WIN  agencies  also  to 
certify  eligibility  for  the  welfare  recipient  tax  credit.  The  Act  extends 
the  expiration  date  of  the  welfare  recipient  tax  credit  from  July  1, 
1976,  to  December  30,  1979. 

Sec.  2108.  Repeal  of  Excise  Tax  on  Certain  Light-Duty  Truck  Parts 

Under  present  law,  an  8-percent  manufacturers  excise  tax  applies 
to  the  sale  of  truck  parts  and  accessories.  However,  no  tax  is  imposed 
on  such  parts  when  included  on  a  light-duty  truck  (10,000  lbs.  or 
less  gross  vehicle  weight)  by  a  truck  manufacturer,  since  the  excise 
tax  on  light-duty  trucks  was  repealed  in  1971.  Under  prior  law,  the 
8-percent  tax  applied  if  the  part  were  added  by  a  dealer  (and  not 
considered  to  be  "further  manufacture"). 

Under  the  Act,  the  8-percent  excise  tax  on  truck  parts  and  ac- 
cessories is  to  be  refunded  or  credited  to  the  manufacturer  where  the 
part  or  accessory  is  sold  on  or  in  connection  with  the  first  retail  sale 
of  a  light-duty  truck.  The  provision  applies  to  sales  after  the  date  of 
enactment  (after  October  4,  1976). 

Sec.  2109.  Exemption  From  Manufacturers  Excise  Tax  for  Certain 
Articles  Resold  After  Modification 

Under  present  law,  a  10-percent  manufacturers  excise  tax  is  imposed 
on  sales  of  bodies  and  chassis  for  heavy  trucks,  buses  not  used  for  mass 
transport,  heavy  trailers  and  semi-trailers,  and  highway  tractors. 
An  8-percent  tax  is  imposed  on  sales  of  parts  or  accessories  for  trucks 
and  buses.  Under  prior  law,  persons  who  obtained  bodies  or  chassis  and 
certain  parts  or  accessories  from  different  manufacturers  and  combined 
them  were  considered  further  manufacturers  and  paid  a  10-percent 
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tax  on  their  further  sale,  after  credit  for  tax  previously  paid;  however, 
persons  who  bought  the  entire  combination  from  a  single  manufacturer 
did  not  pay  a  manufacturers  excise  tax  on  a  further  sale. 

Under  the  Act,  a  resale  of  an  article  subject  to  the  10-percent  tax 
is  not  to  be  taxed  merely  because  the  article  is  combined  with  any 
coupling  device,  wrecker  crane,  loading  and  unloading  equipment, 
aerial  ladder  or  tower,  snow  and  ice  control  equipment,  earthmoving, 
excavation  and  construction  equipment,  spreader,  sleeper  cab,  cab 
shield,  or  wood  or  metal  floor.  The  provision  applies  to  resales  on  or 
after  the  date  of  enactment  (October  4,  1976). 

Sec.  2110.  Franchise  Transfers 

Under  present  law,  the  transfer  of  a  franchise,  trademark  or  trade 
name  is  not  to  be  considered  as  a  sale  or  exchange  of  a  capital  asset 
if  the  transferor  retained  any  significant  power,  right,  or  continuing 
interest  with  respect  to  the  subject  matter  of  the  franchise,  trademark, 
or  trade  name.  Under  prior  law,  no  statutory  rule  prevented  avoidance 
of  this  limitation  through  the  use  of  partnerships. 

The  Act  provides  that,  with  respect  to  certain  partnership  distribu- 
tions, sales  of  partnership  interests,  and  distributions  in  liquidation 
of  partnership  interests,  the  potential  ordinary  income  from  the  trans- 
fer of  a  franchise,  trademark  or  trade  name  is  to  be  treated  as  an 
"unrealized  receivable"  of  a  partnership.  The  effect  is  to  apply  to 
partnerships  the  same  rule  that  currently  applies  to  sole  proprietor- 
ships. This  provision  is  effective  for  transactions  occurring  after 
December  31,  1976,  in  taxable  years  ending  after  that  date. 

Sec.  2111.  Employer's  Duties  To  Keep  Records  and  To  Report  Tips 

Under  present  law,  employees  are  required  to  report  to  employers 
all  tips  received,  including  charge  account  tips.  Employers  are  to 
include  such  tips  in  reporting  to  the  IRS  the  employees'  wages 
subject  to  withholding.  The  IRS  recently  ruled  that  sec.  6041(a)  of 
the  Code  required  employers  to  report  separately  to  the  IRS  charge 
account  tips  not  reported  to  employers  by  employees  and  therefore 
not  reported  to  IRS  by  employers  as  wages  subject  to  withholding. 

Under  the  Act,  the  IRS  is  not  to  take  action  to  enforce  its  recent 
rulings  on  these  matters  before  1979.  Thus,  the  charge  tip  reporting 
rules  are  to  be  administered  during  this  period  as  they  were  prior  to 
the  recent  rulings.  This  provision  is  not  intended  to  affect  the  Service's 
ability  to  effect  audits  in  the  area  of  tip  income. 

Sec.  2112.  Treatment  of  Certain  Pollution  Control  Facilities 

From  1969  through  December  31,  1975,  an  election  for  5-year 
amortization  was  available  to  a  taxpayer  who  installed  a  new  identi- 
fiable, certified  pollution  control  facility  in  connection  with  property 
that  was  in  operation  before  January  1,  1969.  However,  the  amortiza- 
ble  basis  of  the  facility  was  not  eligible  for  the  investment  tax  credit. 
The  Act  generally  provides  an  election  for  5-year  amortization  of  facil- 
ities installed  in  property  in  existence  before  January  1,  1976,  makes 
amortization  available  for  facilities  that  will  prevent  the  creation  or 
emission  of  pollutants,  and  provides  one-half  of  the  investment  credit 
for  such  facilities  placed  in  service  after  December  31,  1976.  The 
extension   of   the   5-year   amortization   election   and   its   availability 
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for  preventive  facilities  apply  for  taxable  years  beginning  after  De- 
cember 31,  1975.  The  investment  credit  provision  applies  for  tax- 
able years  beginning  after  December  31,  1976. 

More  specifically,  the  Act  extends  the  election  to  facilities  that 
will  prevent  the  creation  or  emission  of  pollutants  when  installed  at 
the  site  of  a  plant  or  other  property  in  existence  before  January  1, 
1976,  which  do  not  lead  to  a  significant  increase  in  output  or  capacity, 
a  significant  extension  of  useful  life,  or  a  significant  reduction  m 
total  operating  costs  for  such  plant  or  other  property  (or  any  unit 
thereof),  or  a  significant  alteration  in  the  nature  of  a  manufacturing 
production  process  or  facility.  For  purposes  of  this  provision,  "sig- 
nificant" means  a  change  of  more  than  5  percent.  In  determining 
how  significant  the  effect  of  a  pollution  control  facility  is  upon  output, 
capacity,  costs  or  useful  life  of  property,  the  relevant  area  for  exam- 
ination is  to  be  the  operating  unit  most  directly  associated  with  the 
pollution  control  facility. 

The  Act  extends  the  definition  of  a  qualified  pollution  control 
facility  to  include,  for  example,  a  faciHty  located  at  a  plant  site  which 

Erevents  the  creation  of  a  pollutant  by  removing  sulphur  from  fuel 
efore  it  is  burned  at  the  plant.  The  definition  includes  such  facilities 
as  a  recovery  boiler  that  removes  pollutants  from  material  at  some 
point  in  the  otherwise  unchanged  production  process  at  the  plant. 
The  Act  does  not  include  as  a  qualified  pollution  control  facility  a 
facility  that  makes  a  significant  change  in,  or  functions  as,  a  new 
manufacturing  or  production  process  or  facility.  Where  a  plant  that 
has  employed  heat  to  process  a  material  converts  to  an  electrolytic 
process,  the  latter  is  not  a  quaUfied  pollution  control  facility  because  it 
is  also  a  new  manufacturing  or  production  process  even  though  it  may 
prevent  the  creation  or  emission  of  pollutants. 

Although  the  Act  provides  a  broader  definition  of  a  pollution  control 
facility  that  will  be  eUgible  for  the  amortization  election,  that  defini- 
tion does  not  apply  in  determining  whether  a  facility  is  a  pollution 
control  facility  eligible  for  tax-exempt  industrial  development  bond 
financing. 

Sec.  2113.  Qualification    of   Fishing    Organizations    as    Tax-Exempt 
Agricultural  Organizations 

Under  prior  law,  fishing  organizations  could  qualify  as  tax-exempt 
business  leagues,  but  not  as  tax-exempt  agricultural  organizations. 
Tax-exempt  agricultural  organizations  receive  lower  postal  rates  than 
do  tax-exempt  business  leagues. 

Under  the  Act,  the  term  "agricultural",  for  tax  purposes,  is  to  in- 
clude the  harvesting  of  aquatic  resources.  The  provision  is  to  be  ef- 
fective for  all  taxable  years  ending  after  December  31,  1975. 

Sec.  2114.  Application   of  Section   6013(e)    of  the    Code    (Innocent 
Spouse  Rule) 

Section  6013(e)  of  the  Code,  enacted  January  12,  1971,  generally 
relieved  a  spouse  from  tax  liability  for  income  omitted  from  a  tax 
return,  if  he  or  she  was  not  responsible  for  the  omission  and  did  not 
benefit  from  the  unreported  income.  The  Act  extends  relief  under  the 
innocent  spouse  provision  to  taxpayers  who,  but  for  the  res  judicata 
effect  of  an  adverse  judicial  decision,  would  have  been  relieved  of 
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liability  under  the  1971  statute.  The  Act  applies  to  all  taxable  years 
beginning  after  December  31,  1961,  and  ending  on  or  before  January  12, 
1971,  and  is  effective  until  the  end  of  the  first  calendar  year  following 
the  date  of  enactment. 

Sec.  2115.  Modifications  in  Limitations  on  Percentage  Depletion  for 
Oil  and  Gas  Wells 

The  Tax  Reduction  Act  of  1975  generally  repealed  percentage 
depletion  for  oil  and  gas  but  provided  a  limited  exemption  from  repeal 
for  taxpayers  who  were  neither  refiners  nor  retailers.  In  any  event, 
percentage  depletion  was  disallowed  on  any  proven  property  trans- 
ferred after  1974.  Also,  percentage  depletion  on  oil  and  gas  was 
limited  to  65  percent  of  the  taxpayer's  taxable  income. 

The  Act  modifies  these  provisions  to  correct  certain  technical 
problems  and  to  prevent  instances  of  unintended  hardship.  Under  the 
Act,  a  taxpayer  is  not  to  be  treated  as  a  retailer  in  cases  where  gross 
sales  of  oil  and  gas  products  attributable  to  the  taxpayer  are  less  than 
$5  million  in  any  one  year.  Also,  bulk  sales  of  oil  or  natural  gas  to 
industrial  or  utility  customers  are  not  to  be  treated  as  retail  sales. 
Likewise,  a  taxpayer  is  not  to  be  treated  as  a  retailer  if  all  sales  of  oil 
or  natural  gas  products  occur  outside  the  United  States,  and  none  of 
the  taxpayer's  domestic  production  is  exported. 

In  addition,  the  Act  provides  that  oil  or  natural  gas  property  is 
not  to  be  treated  as  "transferred"  property  merely  because  there  is 
a  change  in  beneficiaries  under  a  trust  if  the  change  occurs  by  reason 
of  births,  adoptions,  or  deaths  involving  a  single  family.  Also,  trusts 
are  permitted  to  compute  the  65  percent  of  taxable  income  limitation 
without  regard  to  any  deduction  for  distributions  to  beneficiaries. 

The  Act  also  permits  percentage  depletion  to  be  retained  on  prop- 
erty which  is  transferred  by  individuals,  corporations  and  other 
entities,  all  of  which  are  part  of  the  same  controlled  group  after  the 
transfer  (and  thus  must  continue  to  combine  oil  production  to  deter- 
mine the  maximum  number  of  barrels  of  oil  eligible  for  percentage 
depletion).  However,  if  any  transferee  ceases  to  be  part  of  the  same 
controlled  group  as  the  transferor  at  some  later  time,  percentage 
depletion  is  to  be  disallowed  with  respect  to  the  transferred  property 
as  of  that  date  (in  order  to  prevent  a  proliferation  of  the  limited 
exemption  from  the  repeal  of  percentage  depletion) .  These  provisions 
are  effective  January  1,  1975,  and  are  applicable  to  taxable  years 
ending  after  December  31,  1974. 

Sec.  2116.  Implementation  of  Federal- State   Tax   Collection   Act  of 
1972 

Under  present  law,  a  State  whose  individual  income  tax  laws  sub- 
stantially conform  to  the  Federal  individual  income  tax  could  enter 
into  an  agreement  with  the  Internal  Revenue  Service  for  the  IRS  to 
collect  and  administer  the  State  tax.  Prior  law  provided  that  at  least 
two  States  with  5  percent  of  the  Federal  individual  tax  returns  must 
have  elected  to  have  their  taxes  "piggybacked"  for  the  piggyback 
system  to  be  generally  available. 

The  Act  makes  explicit  that  no  costs  will  be  charged  to  any  State 
for  "piggybacking";  reduces  to  one  the  number  of  States  necessary  to 
start  the  system;  and  eliminates  the  requirement  that  5  percent  or 
more  of  Federal  returns  be  initially  involved  in  triggering  the  system. 
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Also,  it  permits  certain  adjustments  for  State  sales  tax  credits.  The 
provision  takes  effect  upon  the  date  of  enactment  (October  4,  1976). 

Sec.  2117.  Cancellation  of  Certain  Student  Loans 

Under  prior  law,  gross  income  included  income  from  the  discharge 
of  indebtedness.  Gross  income  did  not  include  amounts  received  as  a 
scholarship  or  fellowship  grant  at  an  educational  institution,  unless 
such  amounts  represented  compensation  for  services  or  are  primarily 
for  the  benefit  of  the  grantor.  The  Service  ruled  that  discharges  of 
indebtedness  on  student  loans  issued  after  June  11,  1973,  were  includ- 
able in  gross  income. 

The  Act  provides  that  no  amount  shall  be  included  in  gross  income 
by  reason  of  the  discharge  of  all  or  part  of  a  student  loan  if,  pursuant 
to  the  loan  agreement,  such  discharge  is  made  because  the  individual 
works  for  a  certain  period  of  time  in  certain  geographical  areas  or  for 
certain  classes  of  employers.  This  provision  applies  only  to  loans  made 
by  a  governmental  agency.  The  provision  is  effective  for  discharges  of 
indebtedness  made  before  January  1,  1979. 

Sec.  2118.  Simultaneous    Liquidation    of    Parent     and     Subsidiary 
Corporations 

Under  present  law,  a  corporation  which  sells  its  assets  and  liquidates 
completely  within  12  months  generally  is  not  taxable  on  gain  from 
its  sale  of  assets.  Its  shareholders,  however,  are  taxable  on  the  liquida- 
tion proceeds  they  receive.  The  selling  company  in  this  situation  was 
taxable  under  prior  law,  however,  if  it  was  a  controlled  subsidiary 
of  a  parent  corporation.  (In  this  latter  situation,  the  parent  corporation 
is  not  taxable  when  it  liquidates  the  subsidiary).  If  both  the  parent 
and  the  subsidiary  planned  to  liquidate  after  the  subsidiary  sold  its 
assets,  however,  two  taxes  could  be  imposed  under  prior  law.  The 
subsidiary  could  be  taxed  on  its  gain  from  the  sale  and  the  parent's 
shareholders  could  also  be  taxable  when  the  parent  liquidated. 

The  Act  adds  a  rule  providing  that  if  a  controlled  subsidiary  sells 
its  assets  and  then  both  it  and  its  parent  corporation  liquidate  com- 
pletely within  12  months,  only  one  tax  will  be  imposed  and  that  will 
fall  only  on  the  parent's  shareholders.  This  rule  is  effective  for  sales 
of  assets  under  a  plan  of  complete  liquidation  adopted  on  or  after 
January  1,  1976. 

Sec.  2119.  Prepublication  Expenditures 

Under  prior  law,  IRS  regulations  and  Revenue  Ruling  73-395, 
1973-2  Cum.  Bull.  87,  denied  a  current  deduction  for  research  ex- 
penses incurred  in  connection  with  literary,  historical,  or  similar 
projects.  The  ruling  required  that  publishers'  prepublication  expendi- 
tures had  to  be  capitalized  and  could  be  depreciated. 

The  Act,  which  applies  to  all  open  years,  allows  publishers  to  con- 
tinue their  customary,  consistent  tax  accounting  methods  regarding 
prepublication  expenditures  without  regard  to  Revenue  Ruling  73-395 
until  the  IRS  issues  new,  prospective  regulations. 

Sec.  2120.  Contributions  in  Aid  of  Construction  for  Certain  Utilities 

Under  a  recent  revenue  ruling  by  the  IRS  (Rev.  Rul.  75-557), 
certain  contributions  in  aid  of  construction  were  treated  as  income 
rather  than  nontaxable  contributions  to  the  capital  of  a  utility. 
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The  Act  treats  certain  contributions  in  aid  of  construction  to  water 
and  sewage  disposal  utilities  as  nontaxable  contributions  to  capital. 
Any  cash  contributions  must  be  spent  for  qualifying  water  or  sewage 
disposal  facilities  before  the  end  of  the  second  taxable  year  following 
the  year  the  contribution  was  received.  However,  nontaxable  treat- 
ment ^vill  not  be  accorded  to  customer  connection  fees.  Customer 
connection  fees  include  any  payments  made  by  a  customer  to  the 
utility  for  the  cost  of  installing  the  connection  between  the  customer's 
property  and  the  utility's  main  water  or  sewer  lines  (including  the 
cost  of  meters  and  piping)  and  any  amounts  paid  as  service  charges 
for  stopping  or  starting  service.  In  addition,  a  requirement  is  added 
to  insure  that  nontaxable  treatment  is  accorded  to  only  those  utilities 
that  are  required  to  serve  the  public.  This  provision  is  effective  for 
contributions  made  after  January  31,  1976. 

In  providing  these  special  rules  for  water  and  sewage  disposal 
companies,  the  Congress  intends  that  no  inference  be  drawn  as  to  the 
proper  treatment  of  such  items  by  companies  which  are  not  water  or 
sewage  disposal  utilities. 

Sec.  2121.  Prohibition  of  Discriminatory   State  or   Local   Taxes  on 
Generation  or  Transmission  of  Electricity 

Under  prior  law,  any  restrictions  on  the  power  of  States  or  their 
political  subdivisions  to  tax  goods  or  services  produced  in  the  taxing 
State  for  nondomiciliary  use  outside  the  taxing  State  are  derived 
from  court  interpretations  of  the  interstate  commerce  clause  of  the 
Constitution. 

The  Act  prohibits  any  State  or  political  subdivision  of  a  State 
from  directly  or  indirectly  imposing  any  tax  on  the  generation  or 
transmission  of  electricity  which  discriminates  against  out-of-State 
users.  This  provision  is  effective  for  taxable  years  beginning  after 
June  30,  1974. 

Sec.  2122.  Deduction  for  Cost  of  Removing  Architectural  and  Trans- 
portation Barriers  for  the  Handicapped  and  Elderly 

Generally,  costs  incurred  to  improve  property  used  in  a  trade  or 
business  must  be  capitalized  and  may  be  depreciated  over  the  useful 
life  of  the  property. 

The  Act  provides  an  elective  current  deduction  for  the  removal  of 
architectural  and  transportation  barriers  to  the  handicapped  and 
elderly  (age  65  or  over)  in  any  facility  or  public  transportation 
vehicle  owned  or  leased  for  use  in  a  trade  or  business.  The  Act  defines 
handicapped  individuals  to  include  the  deaf  and  blind.  The  barrier 
removal  must  meet  government  standards.  The  maximum  deduction 
is  $25,000  per  taxpayer  for  any  taxable  year.  The  deduction  is  effective 
for  taxable  years  beginning  after  December  31,  1976,  and  ending 
before  January  1,  1980. 
Sec.  2123.  Report  on  High-Income  Taxpayers 

The  Act  instructs  the  Secretary  of  the  Treasury  to  publish  statistics 
on  the  tax  liability  of  people  with  high  total  income,  mcluding  the 
number  and  average  income  of  high-income  people  with  no  income  tax 
liability  (after  credits) ;  the  specific  deductions,  exclusions  and  credits 
used  to  avoid  tax;  the  overall  number  of  high-income  individuals;  and 
the  total  income  and  tax  liability  of  the  high-income  group.  Income, 
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for  this  purpose,  shall  approximate  real  economic  income  and  shall 
include  at  least  two  adjustments:  (1)  adjusted  gross  income  (AGI) 
shall  be  reduced  by  investment  income  and  expense  to  the  extent  it 
does  not  exceed  investment  income;  and  (2)  tax  preference  items  ex- 
cluded or  deducted  in  arriving  at  AGI  shall  be  added  back  into  income 
for  this  purpose.  These  adjustments  are  to  be  made  separately,  as 
well  as  together. 

Sec.  2124.  Tax  Treatment  of  Certified  Historic  Structures 

Under  prior  law,  the  original  users  of  depreciable  real  property 
constructed  after  July  24,  1969,  were  allowed  to  depreciate  the 
property  using  accelerated  methods  of  depreciation,  including  the  150 
percent  declining  balance  method  (200  percent  in  the  case  of  residential 
rental  property) . 

The  Act  provides  that  accelerated  depreciation  methods  are  not 
allowed  with  respect  to  real  property  constructed  on  a  site  which  had 
been  occupied  by  a  certified  historic  structure  which  was  demolished 
or  substantially  altered  (other  than  by  virtue  of  a  certified  rehabilita- 
tion). A  "certified  historic  structure"  is  defined  as  a  depreciable 
building  or  structure  which  is  (a)  listed  in  the  National  Register,  (b) 
located  in  a  Registered  Historic  District  and  is  certified  by  the  Secre- 
tary of  the  Interior  as  being  of  historic  significance  to  the  district,  or 
(c)  located  in  a  historic  district  designated  under  a  State  or  local 
statute  containing  criteria  satisfactory  to  the  Secretary  of  the  Interior. 
A  "certified  rehabilitation"  is  defined  to  be  any  rehabilitation  of  a 
certified  historic  structure  which  the  Secretary  of  the  Interior  has  cer- 
tified as  being  consistent  with  the  historic  character  of  such  property  or 
district.  The  required  use  of  straight  line  depreciation  applies  to 
additions  to  the  capital  account  after  December  31,  1975,  and  before 
June  15,  1981. 

Under  prior  law,  the  expenses  of  demolishing  an  old  building,  and 
the  remaining  undepreciated  basis  of  the  demolished  building,  were  de- 
ductible unless  the  building  was  acquired  with  a  view  toward  its 
demoUtion.  The  Act  provides  that  in  case  of  the  demolition  of  a 
certified  historic  structure,  or  of  any  other  structure  in  a  Registered 
Historic  District  unless  certified  by  the  Secretary  of  the  Interior  prior 
to  its  demolition  not  to  be  of  historic  significance  to  the  district,  no 
deduction  is  to  be  allowed  for  (1)  the  amount  expended  for  its  demo- 
lition or  (2)  any  loss  sustained  on  account  of  the  demoUtion.  Deduc- 
tions disallowed  under  this  provision  are  to  be  treated  as  chargeable  to 
the  capital  account  with  respect  to  the  land  on  which  the  demolished 
structure  was  located,  and  thus  are  not  to  be  includible  in  the  de- 
preciable basis  of  any  replacement  structure.  The  disallowance  of 
deductions  applies  to  demolitions  commencing  after  June  30,  1976, 
and  before  January  1,  1981. 

Under  existing  law,  accelerated  depreciation  methods  are  generally 
not  allowable  with  respect  to  used  property  acquired  after  July  24, 
1969.  A  125  percent  declining-balance  method  may  be  employed  to 
depreciate  used  residential  property  with  a  useful  life  of  20  years  or 
more  at  the  time  of  acquisition.  The  costs  of  rehabilitating  an  existing 
structure  must  be  capitalized  and  depreciated  according  to  the  method 
(straightline  or  125  percent  declining  balance)  used  to  depreciate  the 
structure.  Under  the  Act,  taxpayers  are  to  be  allowed  an  election  to 
treat  for  depreciation  purposes  "substantially  rehabilitated  historic 
property"  as  if  they  were  the  original  users  of  the  property  (i.e.,  they 
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allowed  to  use  the  150  percent  (or  200  percent  in  the  case  of  residential 
rental  property)  declining-balance  method  of  depreciation  with  re- 
spect to  the  entire  basis  of  the  rehabilitated  property).  A  "substan- 
tially rehabilitated  historic  property"  is  defined  to  be  any  certified 
historic  property  if  the  capital  expenditures  incurred  in  the  certified 
rehabilitation  of  the  property  during  the  24-month  period  ending  on 
the  last  day  of  the  taxable  year  exceed  the  greater  of  (1)  the  taxpayer's 
adjusted  basis  in  the  structure  on  the  first  day  of  the  24-month  period 
or  (2)  $5,000.  Accelerated  depreciation  on  substantially  rehabilitated 
historic  property  applies  to  additions  to  the  capital  account  after 
June  30,  1976,  and  before  July  1,  1981. 

The  Act  also  allows  taxpayers  an  election,  in  lieu  of  claiming  the 
depreciation  deductions  otherwise  allowable,  to  amortize  over  a  60- 
month  period  the  capital  expenditures  incurred  in  a  certified  rehabili- 
tation of  an  historic  structure.  Amortization  in  excess  of  depreciation 
otherwise  allowable  is  to  be  recaptured  as  ordinary  income  on  a  sale 
of  the  property.  Five-year  amortization  applies  to  additions  to  capital 
account  after  June  14,  1976,  and  before  June  15,  1981. 

A  charitable  deduction  was  not  allowed  under  prior  law  for  contri- 
butions to  charity  (not  in  trust)  of  less  than  the  taxpayer's  entire  inter- 
est in  the  property  unless  it  was  a  contribution  of  an  undivided  interest 
in  the  property,  a  contribution  which  would  have  been  entitled  to  a 
charitable  deduction  if  it  had  been  made  in  trust,  or  a  contribution  of  a 
remainder  interest  in  real  property  consisting  of  personal  residences  or 
farms.  Under  the  Act,  a  deduction  is  allowed  for  the  contribution  to 
a  charitable  organization  exclusively  for  "conservation  purposes" 
of  (1)  a  lease  on,  option  to  purchase,  or  easement  with  respect  to  real 
property  of  not  less  than  30  years'  duration  or  (2)  a  remainder  interest 
in  real  property.  For  this  purpose,  a  charitable  contribution  includes 
a  contribution  to  a  governmental  unit.  The  term  "conservation 
purposes"  is  defined  to  mean  the  preservation  of  land  areas  for  public 
recreation,  education,  or  scenic  enjoyment,  the  preservation  of  his- 
torically important  land  areas  or  structures,  or  the  preservation  of 
natural  environmental  s^^stems.  Such  contributions  also  qualify  as 
charitable  contributions  for  estate  and  gift  tax  purposes.  The  deduc- 
tions are  allowable  for  charitable  contributions  and  transfers  made 
after  June  13,  1976,  and  before  June  14,  1977. 

Sec.  2125.  Supplemental   Security   Income    for    Victims   of   Certain 
Natural  Disasters 

In  general,  an  SSI  recipient  living  in  someone  else's  household 
has  his  benefits  reduced  by  one-third  to  reflect  a  lower  level  of  need. 
P.L.  94-331  eliminated  for  up  to  six  months  the  one-third  reduction 
in  the  case  of  individuals  displaced  as  a  result  of  a  major  disaster 
occurring  between  June  1,  1976  and  December  31,  1976. 

The  Act  extends  the  period  during  which  the  one-third  reduction 
may  be  suspended  from  six  months  to  18  months. 
Sec.  2126.  Net  Operating  Loss  Carryovers  for  Cuban  Expropriation 
Losses 

Under  prior  law,  a  taxpayer  could  carry  over  a  net  operating  loss 
attributable  to  Cuban  expropriation  to  each  of  15  taxable  years 
following  the  taxable  year  of  the  loss. 

The  Act  extends  the  carryover  period  for  five  years  to  20  taxable 
years  following  the  loss. 
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Sec.  2127.  Outdoor  Advertising  Displays 

Prior  law  provided  generally  that  if  real  property  were  involuntarily 
converted  as  the  result  of  a  condemnation,  and  the  taxpayer  used  the 
proceeds  to  obtain  "like  kind"  replacement  property,  gain  on  the 
conversion  was  not  recognized.  There  has  been  conflicting  authority 
as  to  whether  billboards  and  other  outdoor  advertising  displays 
qualify  as  real  property  for  purposes  of  this  non-recognition  rule. 

Under  the  Act,  an  irrevocable  election  is  provided  for  taxpayers  to 
treat  qualifying  outdoor  advertising  displays  as  real  property.  The 
availability  of  this  election  to  treat  outdoor  advertising  displays  as 
real  property  should  not  be  interpreted  to  prevent  owners  of  such 
displays  who  do  not  make  an  election  from  treating  them  as  personal 
property.  Also,  the  Act  provides  that  replacement  real  property  is  to  be 
considered  as  "like  kind"  even  though  the  replacement  property  is  a 
different  type  of  real  property  interest  than  the  taxpayer  held  in  an 
outdoor  advertising  display  which  was  involuntarily  converted.  This 
provision  is  effective  for  taxable  years  beginning  after  1970. 

Sec.  2128.  Excise  Tax  Treatment  of  Large  Cigars 

Prior  law  provided  a  bracket  system  of  excise  taxes  on  large  cigars 
(those  weighing  more  than  three  pounds  per  thousand)  under  which 
the  rate  varied  depending  on  the  amount  of  the  intended  retail  price  of 
the  cigar.  The  maximum  tax  was  $20  per  thousand  on  cigars  retailing 
for  20  cents  or  more  each. 

The  Act  changes  the  bracket  system  to  an  ad  valorem  tax  of  Sji 
percent  of  the  wholesale  price  (retaining  the  $20  per  thousand  maxi- 
mum). The  change  is  to  be  effective  on  the  first  month  which  begins 
more  than  90  days  after  the  date  of  enactment  (i.e.,  February  1,  1977) . 

Sec.  2129.  Gain  From  Sales  or  Exchanges  Between  Related  Parties 

Under  prior  law,  gain  from  a  sale  or  exchange  of  depreciable  property 
was  denied  capital  gain  treatment  if  the  sale  were  between  a  husband 
and  wife,  or  between  an  individual  and  a  corporation  if  over  80  percent 
of  the  value  of  the  corporation's  stock  were  owned  by  the  individual, 
his  spouse,  and  his  minor  children  or  grandchildren.  Several  courts 
have  held  that  this  provision  did  not  apply  to  gain  from  the  sale  of 
depreciable  property  between  two  corporations  controlled  by  the  same 
individual  (or  his  family) . 

The  Act  broadens  the  scope  of  this  provision  to  cover  a  sale  or  ex- 
change of  depreciable  property  between  commonly  controlled  corpora- 
tions; The  Act  also  broadens  the  constructive  ownership  rules  Avhich 
trigger  the  restrictions  under  this  provision  to  include  stock  oAvned  by 
the  taxpayer's  parents,  his  adult  children,  and  by  any  trust,  estate  or 
partnership  of  which  the  taxpayer  is  a  beneficiary  or  partner.  In 
addition,  the  Act  makes  this  provision  apply  where  an  individual 
owns  80  percent  or  more  (rather  than  only  over  80  percent)  of  the 
stock  of  a  corporation. 

These  new  rules  apply  to  sales  or  exchanges  after  the  date  of  enact- 
ment except  sales  or  exchanges  made  pursuant  to  a  binding  contract 
entered  into  before  the  date  of  enactment. 

Sec.  2130.  Armed  Forces  Health  Professions  Scholarships 

Under  IRS  rulings,  amounts  received  under  the  Armed  Forces 
Health  Professions  Scholarship  Program  (and  similar  programs)  were 
to  be  taxable  as  compensation  for  1976  and  future  years  (because  a 
special  3-year  legislative  exemption  ended  December  31,  1975). 
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The  Act  excludes  from  income  in  1976,  1977,  1978  and  1979  amounts 
received   under   the   Armed   Forces   Health   Professions   Scholarship 
Program  (and  similar  programs)  by  a  member  of  the  uniformed  services 
participating  in  the  programs  in  1976. 
Sec.  2131.  Exchange  Funds 

Under  present  law,  a  group  of  investors  cannot  pool  appreciated 
stocks  or  other  property  in  a  new  corporation  without  paying  capital 
gains  tax  on  the  appreciation.  This  rule  was  added  in  1966.  The  law 
remained  silent,  however,  on  the  possibility  of  using  a  partnership  or  a 
trust  as  the  vehicle  to  pool  and  diversify  investments  tax-free.  On  April 
28,  1975,  the  Internal  Revenue  Service  issued  a  private  ruling  holding 
that  an  exchange  fund  could  be  formed  tax-free  (under  prior  law)  as  a 
publicly  syndicated  limited  partnership. 

The  Act: 

(1)  Amends  the  partnership  rules  to  make  taxable  the  contri- 
bution of  property  to  an  exchange  fund  formed  as  a  partnership 
(general  or  limited) ; 

(2)  Makes  taxable  a  merger  or  other  reorganization  involving 
an  undiversified  investment  company  (such  as  a  merger  of  a  per- 
sonal holding  company  owning  a  limited  group  of  stocks  with  a 
widely-diversified  mutual  fund) ;  and 

(3)  Makes  taxable  any  future  transactions  where  similar  diver- 
sification of  investments  is  sought  through  a  trust  or  a  common 
trust  fund. 

These  new  rules  apply  generally  to  reorganizations  after  Febru- 
ary 17,  1976,  and  to  transfers  to  trusts  or  common  trust  funds  on  or 
after  April  8,  1976.  In  the  case  of  partnerships,  the  new  rules  apply  to 
transfers  after  February  17,  1976.  However,  certain  transfers  to  a 
partnershp  after  February  17,  1976,  are  excepted  if  before  March  27, 
1976,  the  partnership  either  filed  a  request  for  a  private  letter  ruling 
from  the  Service  or  filed  a  registration  statement  with  the  SEC. 
Sec.  2132.  Contributions  of  Certain  Government  Publications 

In  most  situations.  Government  publications  received  by  tax- 
payers without  charge  (e.g.,  copies  of  the  Congressional  Record  re- 
ceived by  Members  of  Congress)  or  at  a  reduced  price  were  treated  as 
capital  assets  under  prior  law.  One  consequence  of  that  treatment  was 
that  taxpayers  could  claim  a  deduction  for  the  full  fair  market  value  of 
any  Government  publication  which  they  contributed  to  a  charity 
(such  as  a  library  or  a  university)  for  a  use  related  to  the  charity's 
exempt  purpose. 

Under  the  Act,  U.S.  Government  publications  which  are  received 
from  the  Government  without  charge  or  below  the  price  at  which  they 
are  sold  to  the  general  public  are  no  longer  to  be  treated  as  capital 
assets  in  the  hands  of  the  taxpayer  receiving  the  publications.  This 
treatment  is  also  to  apply  to  any  Government  publication  held  by  a 
taxpayer  in  whose  hands  the  basis  of  that  publication  is  determined  by 
reference  to  its  basis  in  the  hands  of  a  person  receiving  it  free  or  at  a 
reduced  price.  This  provision  applies  to  sales,  exchanges,  and  contribu- 
tions made  after  the  date  of  enactment.  (October  4,  1976). 
Sec.  2133.  Study  of  Tax  Incentives  by  Joint  Committee 

The  Act  requires  the  Joint  Committee  on  Taxation  to  study,  in 
consultation  with  Treasury,  tax  incentives,  especially  as  used  to 
provide  stimulus  to  the  economj^  during  a  recession.  A  report  is  to 
be  made  to  the  Senate  Finance  Committee  and  the  House  Ways  and 
Means  Committee  no  later  than  September  30,  1977. 
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Sec.  2134.  Group  Prepaid  Legal  Services 

Under  prior  law,  depending  on  the  structure  of  the  specific  group 
legal  services  plan,  an  employee  had  to  pay  tax  on  either  (1)  his 
share  of  employer  contributions  to  the  plan  on  his  behalf,  or  (2)  the 
value  of  legal  services  or  reimbursements  received  by  him  under  the 
plan.  The  Act  excludes  from  an  employee's  income  both  (1)  employer 
contributions  and  (2)  benefits  received  under  qualified  group  legal 
services  plans.  It  applies  to  plans  established  to  provide  personal 
legal  services  for  employees,  their  spouses  and  dependents  through 
prepayment  of,  or  advance  provision  for,  legal  fees.  Plans  must  be 
organized  through  tax-exempt  organizations  or  trusts  (or  established 
through  insurance  companies).  To  qualify,  plans  must  be  nondis- 
criminatory with  respect  to  enrollment  and  benefits.  Limitations  are 
placed  on  amounts  contributed  to  provide  benefits  for  employee- 
shareholders  or  owners.  A  transition  period  is  provided  for  existing 
plans  to  meet  the  statutory  requirements.  The  provision  applies  to 
taxable  years  beginning  after  December  31,  1976,  and  ending  before 
January  1,  1982. 

A  study  of  the  provision  by  the  Departments  of  the  Treasury  and  of 
Labor  is  required  and  final  reports  must  be  submitted  to  the  House 
Committee  on  Ways  and  Means  and  to  the  Senate  Committee  on 
Finance  not  later  than  December  31,  1980. 

Sec.  2135.  Certain  Charitable  Contributions  of  Inventory 

Under  prior  law,  a  taxpayer's  deduction  for  contributions  of  appre- 
ciated ordinary  income  property,  such  as  inventory,  was  limited  to  the 
taxpayer's  basis  in  the  property. 

The  Act  generally  allows  a  corporation  a  charitable  deduction  for 
the  sum  of  the  taxpayer's  basis  in  the  property  plus  one-half  of  the  ap- 
preciation of  ordinary  income  property,  such  as  inventory,  but  the 
deduction  in  no  event  is  to  exceed  twice  the  basis  of  the  contributed 
property.  The  new  provisions  apply  only  to  property  donated  to  a 
public  charity  or  private  operating  foundation  for  use  in  its  exempt 
purpose  for  the  care  of  the  ill,  the  need}^,  or  infants  and  do  not  ap- 
ply to  amounts  treated  as  ordinary  income  because  of  recapture 
rules.  Also,  property  which  does  not  satisfy  the  relevant  requirements 
of  the  Federal  Food,  Drug,  and  Cosmetic  Act  is  not  eligible  for  an 
increased  deduction  under  these  provisions.  These  provisions  apply  to 
contributions  made  after  the  date  of  enactment  (October  4,  1976). 

Sec.  2136.  Tax  Treatment  of  the  Grantor  of  Certain  Options 

Under  IRS  rulings,  gain  from  the  lapse  of  an  option  and  gain  or 
loss  from  a  closing  transaction  in  options  have  been  generally  treated 
as  ordinary  income  or  loss. 

The  Act  provides  that  gain  from  the  lapse  of  an  option  and  gain 
or  loss  from  a  closing  transaction  in  options  are  to  be  treated  as  short- 
term  capital  gain  or  loss. 

The  provisions  apply  to  options  granted  after  September  1,  1976. 

Sec.  2137.  Exempt-Interest     Dividends    of    Regulated    Investment 
Companies 

Distributions  by  a  regulated  investment  company  (commonly 
called  a  mutual  fund)  from  capital  gains  recognized  by  it  may  be 
treated  as  capital  gain  to  its  shareholders  (i.e.,  the  character  of  the 
capital  gain  is  "flowed-through"  to  the  shareholders).  Under  certain 
conditions,  similar  flow-through  treatment  is  provided  for  dividend 
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income.  However,  there  was  no  flow-through  treatment  for  tax-exempt 
interest  under  prior  law.  Consequently,  distributions  of  tax-exempt 
interest  by  a  regulated  investment  company  were  taxable  income  to 
its  shareholders. 

The  Act  permits,  in  certain  cases,  the  character  of  tax-exempt 
interest  distributed  by  a  regulated  investment  company  to  flow- 
through  as  tax-exempt  interest  to  its  shareholders.  The  new  rules 
apply  to  taxable  years  beginning  after  December  31,  1975. 

Sec.  2138.  Common   Trust   Fund    Treatment    of   Certain    Custodial 
Accounts 

Under  prior  law,  banks  could  hold  in  a  common  trust  fund  assets 
held  by  the  bank  in  its  capacity  as  trustee,  executor,  administrator  or 
guardian. 

The  Act  extends  common  trust  treatment  to  cover  custodial 
accounts,  such  as  uniform  gifts  to  minors  act  accounts. 

Sec.  2139.  Support  Test  for  Dependent  Children  of  Separated  or  Di- 
vorced Parents 

Under  prior  law,  the  noncustodial  parent  received  an  exemption  for 
a  child  (of  separated  or  divorced  parents)  if  (1)  he  or  she  contributed 
at  least  $1,200  for  support  of  all  the  children  of  the  separated  or 
divorced  couple,  and  (2)  the  custodial  parent  did  not  clearly  establish 
more  support  for  the  child  than  the  noncustodial  parent.  Otherwise, 
the  custodial  parent  received  the  exemption. 

The  Act  allows  the  noncustodial  parent  to  receive  an  exemption  for 
a  child  only  if  he  or  she  contributes  at  least  $1,200  for  each  of  the 
children  (in  addition  to  the  other  requirements  in  prior  law).  The 
provision  is  effective  for  taxable  years  beginning  after  the  date  of 
enactment. 

Sec.  2140.  Deferral   of   Gain   on    Involuntary    Conversion    of    Real 
Property 

A  taxpayer  can  elect  to  defer  any  gain  realized  on  the  involuntary 
conversion  of  real  property  held  for  productive  use  in  a  trade  or 
business  (and  not  stock  in  trade  or  other  property  held  primarily 
for  sale)  if  the  converted  property  is  replaced  by  property  of  a  like 
kind.  However,  under  prior  law  in  order  to  qualify,  the  converted 
property  must  have  been  replaced  no  later  than  two  years  after  the 
close  of  the  first  taxable  year  in  which  any  of  the  gain  was  realized. 

The  Act  extends  the  period  for  replacement  to  three  years  after  the 
close  of  the  first  taxable  year  in  which  any  of  the  gain  from  the 
conversion  is  realized.  The  provision  applies  to  dispositions  of  property 
after  1974  unless  condemnation  proceedings  began  prior  to  the  date  of 
enactment. 

Sec.  2141.  Livestock  Sold  on  Account  of  Drought 

Under  the  Act,  a  cash  method  taxpayer  may  elect  to  include  in  the 
taxable  year  following  the  taxable  year  of  sale  or  exchange  income  from 
the  sale  or  exchange  of  livestock  sold  on  account  of  drought.  This 
treatment  is  limited  to  income  from  the  sale  or  exchange  of  livestock 
(1)  the  number  of  which  is  in  excess  of  usual  business  practice,  and  (2) 
which  would  not  have  been  sold  but  for  the  drought.  Also,  the  drought 
must  occur  in  an  area  which  is  designated  as  eligible  for  Federal  assist- 
ance. The  election  is  available  only  to  a  taxpayer  whose  principal  trade 
or  business  is  farming.  The  election  is  effective  for  taxable  years 
beginning  after  December  31,  1975. 


APPENDIX  A:  Revenue  Estimates 

TABLE  l.-REVENUE  EFFECT  OF  TAX  REFORM,  ESTATE  AND  GIFT  TAX,  AND  TAX  CUT  PROVISIONS  OF  THE  ACT, 

SUMMARY  AND  BY  TITLE » 

[In  millions  of  dollars;  fiscal  years) 

1977  1978  1979  1980  1981 

SUMMARY 

Tax  reform 1,593  1,719  2,038  2,118  2,470 

Estate  and  gift  tax -728  -921  -1,134  -1,449 

Extension  of  tax  cuts .-17,326  -13,776  -7,966  -8,348  -7,212 

Total -15,733    -12,785      -6,849      -7,364        -6,191 


BY  TITLE 

II— Tax  shelters 417  395  501  488  527 

III— Minimum  and  maximum  tax 1,095  1,283  1,464  1,603  1,758 

IV— Extension  of  individual  income  tax  reductions —14,350  -9,293  -4,506  -4,731  -4,968 

V— Tax  simplification  in  the  individual  income  tax —409  —442  —457  —478  —499 

VI— Business-related  individual  income  tax  provisions 215  231  273  306  315 

VII— Accumulation  trusts (»)  (>)  (J)  (»)  (>) 

VIII— Capital  formation -1,457  -3,593  -3,796  -4,000  -2,499 

IX — Small  business  provisions —1,  676  —1, 177  

X— Changes  In  the  treatment  of  foreign  income 150  108  182  197  198 

XI— Amendments  affecting  DISC 468  553  559  598  728 

XII— Administrative  provisions 88  55  55  55  55 

XIII— Tax  exempt  organizations —5  —5  (')  (')  (>) 

XI V— Treatment  of  certain  capital  losses;  holding  period  for 

capital  gains  and  losses —6  10  79  73  58 

XV— Pension  and  insurance  taxation —18  —29  -29  -31  —30 

XVI— Real  estate  investment  trusts (>)  (')  (»)  (»)  (>) 

XVII— Railroad  provisions -87  -139  -118  -98  -80 

XVIII— International  Trade  Amendments 

XX— Estate  and  gift  taxes -728  -921  -1,134  -1,449 

XXI— Miscellaneous  provisions -158  -14  -135  -212  -305 

Total -15,733  -12,785  -6,849  -7,364  -6,191 

■  Does  not  include  Title  I— Short  Title  andTitle  XIX— Repeal  and  Revision  of  Obsolete,  Rarely  Used,  Etc.,  Provisions. 
»  Less  than  $5,000,000. 

(108) 


TABLE  2.— REVENUE  EFFECT  OF  TAX  REFORM,  ESTATE  AND  GIFT  TAX,  AND  TAX  CUT  PROVISIONS  i  OF  ACT 

BY  TITLE  AND  SECTION 

[In  millions  of  dollars;  fiscal  years] 


1977 


1978 


1979 


1980 


1981 


PART  I.  TAX  REFORIVI 


TITLE  II 

Tax  Shelters 
Real  estate  provisions: 

Sec.   201— Amortization   of   real    property   construction 

period  interest  and  taxes 102  126  190  152  149 

Sec.  202— Recapture  of  depreciation  on  real  property 9  18  28  38  56 

Sec.  203— 5  year  amortization  of  low  income  housing —1  —4  —8  —8  —7 

Farming  provisions: 

Sec.  204 — Limitation  on  deductions  to  amount  at  risk (')  (»)  (')  (')  (') 

Sec.  206— Termination  of  additions  to  excess  deductions 

account (»)  (')  (')  (')  (') 

Sec.  207— Limitation  on  deductions  for  farming  syndicates.  86  32  32  33  34 

Sec.  207— Accrual  accounting  for  farm  corporations 8  18  18  18  18 

Oil  and  gas  provisions: 

Sec.  204 — Limitation  on  deductions  to  amount  at  risk 50  18  6  3  6 

Sec.  205— Recapture  of  intangible  drilling  costs 7  14  42  51  65 

IVIovie  provisions: 

Sec.  204 — Limitations  on  deductions  to  amount  at  risk 3  10  14  17  18 

Sec.  210— Capitalization  rules 29  19  9  4  4 

Equipment  leasing  provisions:  Sec.  204 — Limitation  on  deduc- 
tions to  amount  at  risk 4  14  17  17  14 

Sports  franchise  provisions: 

Sec.  212— Allocation  of  basis  to  player  contracts 14  6  6  8 

Sec.  212— Recapture  of  depreciation  on  player  contracts.--  7  6  7  7  7 

Partnership  provisions: 

Sec.  213— Partnership  syndication  and  organization  fees...  (')  (')  Q)  (?)  (') 

Sec.  213— Retroactive  allocations  of  partnership  income  or 

loss (')  «  (?)  (')  (») 

Sec.  213— Partnership  special  allocations (')  (')  (')  (')  (') 

Sec.   213— Limitation   on   deductible   losses   of   limited 

partners (»)  (»)  (»)  (')  (') 

Sec.  213— Limitation  on  additional  first  year  depreciation 

for  partnerships 12  10  10  10  10 

interest  provisions: 

Sec.  208— Prepaid  interest (»)  (')  (')  (')  (') 

Sec.  209— Limitation  on  deduction  of  nonbusiness  interest.  100  UO  130  140  145 
Other  provisions:  Sec.  214— Scope  of  waiver  of  statute  of  lim- 
itations in  case  of  hobby  loss  elections (2)              (')              (')              (')  (') 

Total 417  395  501  488  527 

TITLE  III 

Minimum  Tax  and  Maximum  tax 

Sec.  301— Minimum  tax  for  individuals 1,032         1,135         1,249         1,373  1,511 

Sec.  301— Minimum  tax  for  corporations 59  124  185  194  204 

Sec.  302— Maximum  tax 4 24 30 36 43 

Total 1,095         1,283         1,464         1,603  1,758 

TITLE  V  ~ 

Tax  Simplification  in  the  Individual  Income  Tax 

Sec.  501— Revision  of  tax  tables  for  individuals — -  — 

Sec.  502— Deduction  for  alimony  allowed  in  determining  adjusted 

gross  income -7  -44  -49  -54  -59 

Sec.  503— Revision  of  retirement  income  credit -391         -340         -340         -340  -340 

Sec.  504— Credit  for  child  care  expenses -384         -368         -404         -444  -488 

Sec.  505— Changes  in  exclusion  for  sick  pay  and  certain  military, 

etc.,  disability  pensions 380  357  387  417  450 

Disability  payments  for  civilian  Government  em- 
ployees for  injuries  resulting  from  acts  of  terrorism.  (2)  (0  0)  (.1)  Q) 

Sec.  506— Moving  expenses -7  —47  -51  —57  —62 

Sec.  507— Tax  revision  study  by  Joint  Committee 

Total -        ^409         ^442         ^^^457         -478  -499 


See  footnotes  at  end  of  table. 
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TABLE  2.— REVENUE  EFFECT  OF  TAX  REFORM,  ESTATE  AND  GIFT  TAX,  AND  TAX  CUT  PROVISIONS  >  OF  ACT 
BY  TITLE  AND  SECTION— Continued 

[In  millions  of  dollars;  fiscal  years] 

1977  1978  1979  1980  1981 

TITLE  VI 
Business-Related  Individual  Income  Tax  Provisions 

Sec.  601— Deductions  for  expenses  attributable  to  business  use 

of  homes,  rental  of  vacation  homes,  etc 207  206  235  268  305 

Sec.  602— Deductions  for  attending  foreign  conventions... (')  (')  (>)  (')  (>) 

Sec.  603 — Change  in  tax  treatment  of  qualified  stock  options...  7  20  33  33  5 

Sec.  604— State  legislators' travel  expenses  away  from  home...  (?)  (')  0)  0)  (') 
Sec.  605— Deduction  for  guarantees  of  business  bad  debts  to 

guarantors  not  involved  in  business 15  5  5  5 

Total... 215  231  273  306  315 

TITLE  VII 
Accumulation  Trusts 

Sec.  701-Accumulation  trusts (>)  (»)  («)  (»)  (>) 

TITLE  VIII 
Capital  Formation 

Sec.  802— First-in  first-out  treatment  of  investment  credit 
amounts  (For  extension  of  10-percent  credit  see 
Part  III  of  this  table) (')  (>)  -5  -20  -40 

Sec.  803— IVlodifications  in  employee  stock  ownership  plans —107         —257         —303         —332  —189 

Employee  stock  ownership  plan  regulations 

Study  of  expanded  stock  ownership 

Sec.  804— investment  credit  in  the  case  of  movie  and  television 

films «-37         4-18        *-13         ^-13  -3 

Sec.  805— Investment  credit  in  the  case  of  certain  ships —13  —12  —15  —18  —23 

Sec.  806— Additional  net  operating  loss  carryover  years;  limita- 
tions on  net  operating  loss  carryovers (')  (')  (')  (')  (*) 

Sec.  807— Small  fishing  vessel  construction  reserves (')  (')  (')  (')  (') 

Total -157         -287         -336         -383  --255 

TITLE  IX 
Small  Business  Provisions 

Sec.  902— Liberalization  of  subchapter  S  rules  governing  number 

of  shareholders (»)  G)  (')  (?)  C) 

Liberalization  of  other  subchapter  S  shareholder 

rules (?)  Q)  Q)  (0  (•) 

Distributions  by  subchapters  corporations (')  (')  Q)  (')  (') 

TITLE  X 

Changes  in  the  Treatment  of  Foreign  Income 

Part  I— Foreign  tax  provisions  affecting  individuals  abroad: 

Sec.  1011— Income  earned  abroad  by  U.S.  citizens  living 
or  residing  abroad 44  38  38  38  38 

Sec.  1012— Income  tax  treatment  of  nonresident  alien 
individuals  who  are  married  to  citizens  or  residents  of 
the  United  States -1  -5  -5  -5  -5 

Sec.  1013— Foreign  trusts  having  one  or  more  U.S.  bene- 
ficiaries to  be  taxed  currently  to  grantor 12  10  10  10  10 

Sec.  1014— Interest  charge  on  accumulation  distributions 
from  foreign  trusts... Q)  C)  Q)  0)  0) 

Sec.  1015— Excise  tax  on  transfers  of  property  to  foreign 

persons  to  avoid  Federal  income  tax (2)  (')  (')  (')  (0 

Part  II— Amendments  affecting  tax  treatment  of  controlled 
foreign  corporations  and  their  shareholders: 

Sec.  1021— Amendment  of  provision  relating  to  investment 
in  U.S.  property  by  controlled  foreign  corporations O  (')  Q)  (')  0) 

Sec.  1022— Repeal  of  exclusion  for  earnings  of  less  devel- 
oped country  corporations  for  purposes  of  section  1248..  14  10  10  10  10 

Sec.  1023— Exclusion  from  subpart  F  of  certain  earnings  of 
insurance  companies -14  —10  —10  —10  —10 

Sec.  1024— Shipping  profits  of  foreign  corporations O  Q)  (2)  0  (») 

Limitation  on  definition  of  foreign  base  company  sales 
income  In  the  case  of  certain  agricultural  products — 

See  footnotes  at  end  of  table. 
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TABLE  2.— REVENUE  EFFECT  OF  TAX  REFORM,  ESTATE  AND  GIFT  TAX,  AND  TAX  CUT  PROVISIONS  i  OF  ACT 
BY  TITLE  AND  SECTION— Continued 

(in  millions  of  dollars;  fiscal  years) 


1977 


1978 


1979 


1980 


1981 


TITLE  X— Continued 
Changes  in  the  Treatment  of  Foreign  Income 

Part  III— Amendments  affecting  treatment  of  foreign  taxes: 

Sec.  1031— Requirement  that  foreign  tax  credit  be  deter- 
mined on  overall  basis. 51  35  39  45  45 

Sec.  1032— Recapture  of  foreign  losses 2  8  14  22  28 

Sec.  1033— Dividends  from  less  developed  country  corpora- 
tions to  be  grossed  up  for  purposes  of  determinmg  United 
States  income  and  foreign  tax  credit  against  that  income.-  80  55  55  55  55 

Sec.  1034 — Treatment  of  capital  gains  for  purposes  of 
foreign  tax  credit.. - 14  10  10  10  10 

Sec.  1035— Foreign  oil  and  gas  extraction  income -6  23  50  50  50 

Sec.  1036— Underwriting  income. Q)  (?)  O  (?)  (■) 

Sec.  1037— Third-tier  foreign  tax  credit  when  section  951 

applies -4  -10  -10  -10  -10 

Part  IV— Money  or  other  property  moving  out  of  or  into  the 
United  States: 

Sec.  1041— Portfolio  debt  investments  in  United  States  of 
nonresident  aliens  and  foreign  corporations —55         —115         —125         —135  —145 

Sec.  1042— Changes  in  ruling  requirements  under  section 
367;  certain  changes  in  section  1248 (0  (')  (2)  O  0) 

Sec.  1043— Contiguous  country  branches  of  domestic  life 
insurance  companies —12  —8  —8  —8  —8 

Sec.  1044— Transitional  rule  for  bond,  etc.,  losses  of  foreign 

banl<s (2) 

Part  V— Special  categories  of  foreign  tax  treatment: 

Sec.  1051— Tax  treatment  of  corporations  conducting  trade 
or  business  In  Puerto  Rico  and  possessions  of  the  United 
States 6  10  10  10  10 

Sec.  1052— Western  Hemisphere  trade  corporations 19  25  34  45  50 

Sec.  1053— Repeal  of  provisions  relating  to  China  Trade  Act 

corporations. (')  (')  (»)  (')  (») 

Part  VI— Denial  of  certain  tax  benefits  on  international  boycotts 
and  bribe-produced  income. (')  32  70  70  70 

Total,  title  X 150  108  182  197  198 

TITLE  XI 

Amendments  affecting  DISC 

Sec.  1101— Amendments  affecting  DISC 468  553  559  598 728 

TITLE  XII 

Administrative  provisions 

Sec.  1207— Withholding:  ^^  „  .. 

Withholding  of  Federal  tax  on  gambling  winnings 101              68             68  68  68 

Withholding  of  Federal  tax  on  certain  individuals  engaged  in 

fishings. -13           -13           -13  -13  -13 

Sec.  1212— Abatement  of  Interest  when  return  is  prepared  for 

taxpayer  by  the  Internal  Revenue  Service (')             (')             (')  (')  (*) 

Total 88 55 55 55  55 

TITLE  XIII 

Tax  Exempt  Organizations 

Sec.  1301— Disposition  of  private  foundation  property  under 

transition  rules  of  Tax  Reform  Act  of  1969 P)  C) -- -- --■ 

Sec.  1302— New  private  foundations  set-asldes (2)  P)  y)  (;)  y) 

Sec.1303— MInimumdistrlbutlonamountforprivatefoundations.  (2)  (')  (')  (v  (O 

Sec.  1304— Extension  of  time  to  amend  charitable  remainder 

trust  governing  Instrument - —5  —5 

Sec.  1305— Unrelated  trade  or  business  income  of  trade  shows, 
Stdts  fsirs  file  ' 
Charitable  organizations  not  subject  to  an  unrelated  busi- 

ness  income  tax  on  rental  income  from  trade  shows Q)  (')  (v  (')  (> 

County  fairs  not  subject  to  an  unrelated  business  income 

Sec.   1306— Declaratory  judgments   with   respect  to  section 

501(c)(3)  status  and  classification -- -- -- -r 

Sec.  1307— Lobbying  by  public  charities Q)  (?)  Q)  (?)  O 

See  footnotes  at  end  of  table. 
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TABLE  2.— REVENUE  EFFECT  OF  TAX  REFORM,  ESTATE  AND  GIFT  TAX,  AND  TAX  CUT  PROVISIONS  >  OF  ACT 
BY  TITLE  AND  SECTION— Continued 

(In  millions  of  dollars;  fiscal  years] 

1977  1978  1979  1980  1981 

TITLE  XIII— Continued 

Tax  Exempt  Organizations 

Sec.  1308— Tax  liens,  etc.,  not  to  constitute  acquisition  indebted- 
ness....  _ (2)  (2)  (2)  (2)  (2) 

Sec.  1309— Extension  of  self-dealing  transition  rules  for  private 

foundations _ _ (2)  (2)  (2)  (S)  (2) 

Sec.  1310— Imputed  interest (2)  (2)  (2)  (2)  (») 

Sec.  1311— Certain  hospital  services (2)  (2)  (2)  (2)  (j) 

Sec.  1312— Clinical  services  of  cooperative  hospitals (2)  (2)  (2)  (2)  (J) 

Sec.  1313— Exemption  of  certain  amateur  athletic  organizations 

from  tax. _ (2)  (2)  (2)  (2)  (2) 

Total -5  -5  (2)  (2)  (2) 

TITLE  XIV 

Treatment  of  Certain  Capital  Losses;  Holding  Period  for  Capital 
Gains  and  Losses 

Sec.  1401— Increase  in  amount  of  ordinary  income  against  w(hich 

capital  loss  may  be  offset -22         -162  -248         -260  -273 

Sec.  1402— Increase  in  holding  period  required  for  capital  gain 

or  loss  to  be  long  term 33  218  377  392  407 

Sec.  1403 — Allow^ance  of  8-year  capital  loss  carryover  in  case  of 

regulated  investment  companies. —13  —21  —25  —34  —51 

Sec.  1404— Sale  of  residence  by  elderly -4  -25  -25  -25  -25 

Total -6  10  79  73  58 

TITLE  XV 

Pension  and  Insurance  Taxation 

Sec.  1501— Retirement  savings  for  certain  married  individuals..  —2  —14  —15  —17  —17 

Sec.  1502— Limitation  on  contributions  to  certain  pension,  etc., 

plans (2)  (2)  (2)  (2)  (2) 

Sec.  1503— Participation  by  members  of  reserves  or  national 

guard  in  individual  retirement  accounts,  etc —6  —5  —5  —5  —5 

Participation  by  certain  volunteer  firemen  In  Individual  re- 
tirement accounts,  etc (2)  (2)  (2)  (2)  (2) 

Sec.  1504 — Certain  investments  by  annuity  plans 

Sec.  1505— Segregated  asset  accounts 

Sec.  1506— Study  of  salary  reduction  pension  plans - 

Sec.  1507— Consolidated  returns  for  life  and  other  insurance 
companies 

Sec.  1508— Treatment  of  certain  life  insurance  contracts  guar- 
anteed renewable 

Sec.  1509 — Study  of  expanded  participation  in  IRA's 

Sec.  1510— Taxable  status  of  Pension    Benefit  Guaranty  Cor- 
poration  

Sec.  1511— Level  premium  plans  covering  owner-employees (2)  (2)  (2)  (2)  (S) 

Sec.  1512— Lump-sum   distributions   from   qualified    pension, 
etc.,  plans -10  -10  -9  -9  -8 

Total -18  -29  -29  -31  -30 

TITLE  XVI 

Real  Estate  Investment  Trusts 

Sees.  1601— 1608— Real  estate  investment  trusts.... (?)  (2)  (2)  (2)  (J) 

TITLE  XVII 

Railroad  and  Airline  Provisions 

Sec.  1701— Certain  provisions  relating  to  railroads —29  —66  —65  —53  —41 

Sec.  1702— Amortization  over  50-year  period  of  railroad  grading 

and  tunnel  bores  placed  In  service  before  1969 —26  —18  —18  —18  —18 

Sec.  1703— Certain  provisions  relating  to  airlines —32  —55  —35  —27  —21 

Total.... -87         -139         -118  -98  -80 

See  footnotes  at  end  of  table. 
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TABLE  2.— REVENUE  EFFECT  OF  TAX  REFORM,  ESTATE  AND  GIFT  TAX,  AND  TAX  CUT  PROVISIONS  i  OF  ACT 
BY  TITLE  AND  SECTION— Continued 

[In  millions  of  dollars;  fiscal  years] 


1977 


1978 


1979 


1980 


1981 


TITLE  XVIII 
International    Trade    Amendments 


Sec.  1801— United  States  International  Trade  Commission. 
Sec.  1802— Trade  Act  of  1974  Amendments 


TITLE  XXI 

MISCELLANEOUS  PROVISIONS 

Sec.  2101— Tax  treatment  of  certain  housing  associations 

Sec.  2102— Treatment  of  certain  disaster  payments 

Sec.  2103— Tax  treatment  of  certain  1972  disaster  losses 

Sec.  2104— Tax  treatment  of  certain  debts  owned  by  political 

parties,  etc.,  to  accrual  basis  taxpayers 

Sec.  2105— Tax-exempt  bonds  for  student  loans 

Sec.  2106— Personal  holding  company  income  amendments 

Sec.  2107— Worl<  incentive  program  expenses 

Sec.  2108— Repeal  of  excise  tax  on  light-duty  truck  parts _. 

Sec.  2109— Exclusion  from  excise  tax  on  certain  articles  resold 

after  modification 

Sec.  2110 — Franchise  transfers 

Sec.  2111— Employers'  duties  in  connection  with  the  recording 

and  reporting  of  tips 

Sec.  2112— Treatment  of  certain  pollution  control  facilities 

Sec.  2113— Clarification  of  status  of  certain  fishermen's  organi- 
zations  

Sec.  2114— Application  of  section  6013  (e)  of  the  Internal 

Revenue  Code  of  1954 

Sec.  2115— Amendments  to  rules  relating  to  limitation  on 

percentage  depletion  in  case  of  oil  and  gas  wells 

Transfers  of  oil  and  gas  property  within  the  same  controlled 

group  or  family 

Sec.  2116— Implementation  of  Federal-State  Tax  Collection  Act 

of  1972 

Sec.  2117— Cancellation  of  certain  student  loans 

Sec.  2118— Treatment  of  gain  or  loss  on  sales  or  exchanges  in 
connection  with  simultaneous  liquidation  of  a  parent  and 

subsidiary  corporation 

Sec.  2119— Regulations  relating  to  tax  treatment  of  certain  pre- 
publication  expenditures  of  publishers 

Sec.  2120— Contributions  in  aid  of  construction   for  certain 

utilities 

Sec.  2121— Prohibition  of  discriminatory  State  taxes  on  produc- 
tion and  consumption  of  electricity 

Sec.  2122— Allowance  of  deduction  for  eliminating  architectural 

and  transportation  barriers  for  the  handicapped -  — 

Sec.  2123— High-income  taxpayer  report 

Sec.  2124— Tax  incentives  to  encourage  the  preservation  of 

historic  structures 

Sec.  2125— Amendment  to  Supplemental  Security  Income  pro- 
gram  

Sec.  2126— Extension  of  carryover  period  for  Cuban  expropria- 
tion losses 

Sec.  2127— Outdoor  advertising  displays 

Sec.  2128— Tax  treatment  of  large  cigars 

Sec.  2129— Treatment  of  gain  from  sales  or  exchanges  between 

related  parties 

Sec.  2130— Application  of  section  117  to  certain  education  pro- 
grams for  members  of  the  uniformed  services^ 

Sec.  2131— Exchange  funds 

Sec.  2132— Contributions  of  certain  Government  publications... 

Sec.  2133 — Tax  incentives  study 

Sec.  2134— Prepaid  legal  expenses 

Sec.  2135— Special  rule  for  certain  charitable  contributions  of 

inventory  and  other  property 

Sec.  2136— Tax  treatment  of  the  grantor  of  options  of  stock, 

securities,  and  commodities 

Sec.  2137— Exempt-interest  dividends  of  regulated  investment 

companies 

Sec.  2138— Common  trust  fund  treatment  of  certain  custodial 

accounts 

Sec.  2139— Support  test  for  dependent  children  of  divorced,  etc., 

parents 

Sec.  2140— Involuntary  conversions  of  real  property.. .— 

Sec.  2141— Livestock  sold  on  account  of  drought 


(2) 

(?) 

(») 

(?) 

0) 

-48 

-42 

-42 

-42 

-42 

-60 

-15 

-15  ... 

0) 

(?) 

(?) 

(?) 

(?) 

0) 

(?) 

Q) 

0) 

(2) 

(2) 

Q) 

(2) 

(?) 

(?) 

-3 

-7 

-11 

-14 

-9 

-3 

-3 

-3 

-3 

-3 

0) 

(2) 

0) 

0) 

0) 

(?) 

(0 

0) 

(2) 

(?) 

(?) 

(?) 

59 

102 

18 

-70 

-160 

0) 

0) 

Q) 

(0 

(?) 

(?) 

(-)    - 

-24 

-10 

-10 

-10 

-10 

(?) 

(?) 

(?) 

(?) 

Q) 

(?) 

(?) 

(?) 

0) 

Q) 

0) 

(?) 

(?) 

(2) 

0) 

-16 


-11 


-11 


-4  -10 

-1  -3 


-10 


-11 


-6 
-12 


-11 


-16 


(?)  Q) 

-7  -T 

(?)  0) 


-10 

(?) 
(?) 


(?) 
(0 


Q)  Q) 

-7  -7' 

(?)  (?) 


-2 
(?) 
(?) 


(?) 
(?) 


-5  -8 

-19  -22 

3  10 

(?)  (?) 


-16  -21 

-22  -24 

10  10 

(?)  (?) 


(?) 

-20 


Q) 

20 


Q) 


Total. 


-158 


-14 


-135 


Total  for  Part  I,  Tax  Reform... 
See  footnotes  at  end  of  table. 


Q) 


-212 


1,593         1,719         2,038         2,118 


(?) 

"-7 

(?) 


(?) 
(?) 


-33 

-24 

10 

(?) 


0) 


-305 


2,470 
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TABLE  2.— REVENUE  EFFECT  OF  TAX  REFORM,  ESTATE  AND  GIFT  TAX,  AND  TAX  CUT  PROVISIONS  ^  OF  ACT 
BY  TITLE  AND  SECTION— Continued 

[In  millions  of  dollars;  fiscal  years] 

1977  1978  1979  1980  1981 

PART  II.  ESTATE  AND  GIFT  TAX 

TITLE  XX 

Estate  and  Gift  Taxes' 

Unified  rates  and  credit -541  -756  -1,012  -1,380 

IVIarital  deduction -153  -162  -171  -181 

Valuation -14  -15  -16  -17 

Extension  of  time -20  -24  -28  -33 

Unification (*)  (*)  (*)  (*)  (•) 

Generation  skipping (*)  (•) 

Carryover  of  basis (*)  (*)  36  93  162 

Total -728         -921      -1,134        -1,449 


PART  III.  EXTENSION  OF  TAX  REDUCTIONS 


TITLE  IV 
Extension  of  Individual  Income  Tax  Reductions 

Sec.  401— Extensions  of  individual  income  tax  reductions: 

(a)  General  tax  credit -9,509      -3,462 

(b)  Standard  deduction -4,146      -4,481      -4,506      -4,731        -4,968 

(c)  Earned  income  credit —695      —1,350  

Sec.  402 — Refunds  of  earned  income  credit  disregarded  in  the 

administration  of  Federal  programs  and  federally  assisted  pro- 
grams  


Total -14,350      -9,293      -4,506      -4,731       -4,968 

TITLE  VIII 

Capital  Formation 

Sec.  801— Extension  of  $100,000  limitation  on  used  property  for 

the  investment  credit -38         -142         -149         -156  -118 

Sec.  802— Extension  of  10-percent  investment  credit -1,  262      -3, 164      -3, 311      -3,  461       -2, 126 

Total -1,300      -3,306      -3,460      -3,617       -2,244 

TITLE  IX  ~ 

Small  Business  Provisions 

Sec.  901— Extension  of  certain  corporate  income  tax  rate 
reductions _ —1,676      —1, 177  


Total  for  Part  III,  Extension  of  Tax  Reductions -17,326    -13,776      -7,966      -8,348        -7,212 

Grandtotal,  Partsl.ll.and  III -15,733    -12,785      -6,849      -7,364        -6,191 

1  This  table  has  omitted  Title  I— Short  Title  and  Title  XIX— Repeal  and  Revision  of  Obsolete,  Rarely  Used,  Etc.,  Provisions. 

2  Less  than  $5,000,000. 

3  The  revenue  impact  of  this  provision  will  not  be  very  great;  its  magnitude,  however,  is  not  determinable  because  of 
lack  of  information  regarding  the  practices  of  the  State  legislators  during  the  period  covered  by  the  provision. 

*  Reflects  liability  of  prior  years. 

5  It  is  estimated  that  this  provision  will  decrease  budget  receipts  by  $65,000,000  in  the  aggregate  over  the  next  5  fiscal 
years. 

«  There  is  also  an  estimated  $2,000,000  decrease  in  budget  receipts  for  fiscal  year  1976  under  this  provision. 

"The  long-run  estimates  are  as  follows;  unified  rates  and  credit,  $-1.23  billion;  marital  deduction,  -$153  million; 
valuation,  -$14  million;  extension  of  time,  less  than  $500,000;  unification,  $300  million;  generation  skipping,  $280  million; 
carryover  of  basis,  $1.08  billion;  and  total,  $263  million. 


o 


